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ADMINISTRATION’S TAX PROPOSALS
(FOREIGN TAX AND THE POSSESSIONS TAX
CREDIT—SECTION 936 OF THF INTERNAL
REVENUE CODE)

TUESDAY, APRIL 27, 1993

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC..

The hearing was convened, pursuant to notice, at 10:00 a.m, in
room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick
Moynihan (chairman of the committee) presiding.

Also present: Senators Baucus, Mitchell, Pryor, Riegle, Breauv,
Conrad, Packwood, Grassley, and Hatch.

[The press release announcing the hearing follows:]

{Press Release No. H-14, April 22, 1893]

FINANCE COMMITTEE TO CONTINUE HEARINGS ON ADMINISTRATION’S TAX PROPOSALS

Senator Daniel Patrick Moynihan (D.~NY), Chairman of the Senate Committee on
Finance, announced today that the Committee will hold two more hearings on the
Administration’s tax gzoposala.

The hearings will begin at 10.00 a.m. on Tuesday, April 27 and at 9:30 a.m. on
Thursday, April 29 in room SD-215, Dirksen Senate Office Building.

On April 27, the Committee will hear testimony on the five foreign provisions in
the administration’s budget, and on the prggosals regarding the possession tax cred-
it—Section 936 of the Internal Revenue Code. On April 29, the Committee will con-
sider the investment tax credit propoaal, the business meals and entertainment pro-
posal and the moving expense proposal.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE

The CHAIRMAN. A very good morning to our distinguished guests
and our witnesses this morning. This is a regular meeting of the
Committee on Finance to continue our hearings on the President’s
tax proposals that are a part of the budget reconciliation measure
which is to be reported by this committee on June 18.

One of the more dramatic departures from the Tax Code of the
last 80 or 70 years has been the proposal to sharply cut back the
benefits available to corporations located in Puerto Rico under Sec-
tion 936 of the Tax Code. This is not generally recalled.

It was a provision that was put in place in the first instance to
encourage American investment in the Philippines. Over the years
it has become the source of a very great deaF of economic activity
in Puerto Rico and, directly or indirectly, one out of every five jobs
in the Commonwealth depends on this provision.
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The Congress modified it in the 1980’s and required that certain
portions of the profits made in the Commonwealth be kept there
ggior to being brought back to the mainland. But basically it has

en intact since its enactment in the 1920’s. ‘

Now the President proposes a very large change, not entirely to
abolish the tax benefit but to curtail it severely and the con-
sequences will be many.

e are here this morning to learn of those consequences. We are
going to have in the first instance a remarkable panel. The Honor-
able Carlos Romero-Barceld, formerly Governor of the Common-
wealth, now its representative in Congress; Hon. Luis Guitierrez,
who is the U.S. Representative from the State of Illinois from the
Chicago Region; and Hon. Pedro Rossello, who is the incumbent
Governor of Puerto Rico.

They will be introduced in turn by my most eminent and distin-
guished colleague the irrepressible and always welcome member of
the Committee on Ways and Means, Charlie Rangel of Manhattan.
We are going to welcome you in just one moment, sir. You will
have the opportunity to thank the members, too.

Senator PACKWOOD. Irrepressible, distinguished and what?
{Laughter.]

The CHAIRMAN. Leave the last term vague. You never know what
term might prove most appropriate. [Laughter.]

Senator PACKWoOD. In any event, I agree with all of the words
you have used, Mr. Chairman. I have no opening statement.

The CHAIRMAN. Senator Pryor?

Senator PRYOR. I will wait. No opening remarks.

The CHAIRMAN. Senator Breaux?

Senator BREAUX. I just want to welcome our distinguished visi-
tors and our distinguished Sefior Rangel to introduce them. We ap-
preciate that.

Congressman RANGEL. Mucho gusto. [Laughter.]

Senator BREAUX. Thank you.

STATEMENT OF HON. CHARLES B. RANGEL, A US.
REPRESENTATIVE FROM NEW YORK

Congressman RANGEL. Mr. Chairman, I cannot tell you the great
sense of pride that I feel as a New Yorker to see you sitting here
on this most important Finance Committee. I wish you well. And
as you know, any way that I can be supportive in the other House,
we stand ready to work together because a lot of us believe that
what is good for New York is good for the nation.

But now that you-have this source of responsibility, we have to
really be supportive of you and I look forward to working with you.

I want to thank this committee for giving me the extraordinary
opportunity to g)resent two people that certainly do not have to be
introduced—a tormer Governor and outstanding public servant in
Puerto Rico, who now serves as Congressman, as you indicated;
and the new Governor, Rossell, who comes here.

The basic reason that I am here presenting them really is be-
cause I hope they can get a more receptive ear on the Senate Fi-
nance Committee than they did in the House.

Over the years, I have been led to believe that the 936 tax incen-
tive is a very, very expensive way to create jobs and that there




3

ought to be a better way to do it, that many of the corporations
that have taken advantage of this tax incentive have indeed abused
it. I have been led to believe that many of the pharmaceutical cor-
porations have really obtained obscene profits without considering
their consumer. And, again, we encourage them to continue to
enjoy the 936 program.
ow I say these things to make it abundantly clear that I do
not come here to support 936. What I am concerned about, how-
ever, is how someone can make the decision that the program is
not working, clairn that we are going to save $7 billion without any
hearings in Washington or in Puerto Rico, or without giving some
assurances to these citizens who we call on every time there is a
war, who we feel sympathy for when we see the height of their un-
emYloyment, who we have compassion for when we see the depth
of illness and the high mortality rates they have in their hospitals,
how we can make this decision not knowing what impact it is going
to have on the economy.
One of the things is that they have so many different views as
to what would be better than 936, that I really think that the
President would have a hard time selecting one of them.

But it seems to me, Mr. Chairman, that-if we are going_to have _

any fairness at all with how we treat Americans, that at least we
ought to evaluate what we are doing before we do it. And if there
is a better way to support our friends and our citizens in Puerto
Rico, let us get on with it.

But it frightens me to see how, with the high unemployment they
are going through now, that we can take the risk of just dramati-
cally changing and reaching this arbitrary figure of $7 billion with-
out taking into consideration what impact it is going to have.

The elected officials can more eloquently present their argument
than I. But I do hope that they do have a better hearing on this
side of the Capitol than they were able to get in the House of Rep-
resentatives.

I thank you for listening to me.

The CHAIRMAN. Well, we thank you, sir, most emphatically. I
think your point is that hearings should be held. And for lack of
a better setting, and I cannot imagine save for on the Island itself,
a better setting than the Committee on Finance. We will hold those
hearings in the spirit you request, very properly request, indeed in-
sist upon. .

You are right as a ranking figure in the Committee on Ways and
Means and a very welcome participant in our discussions at any
given time. We thank you, sir.

Senator Packwood?

Senator PACKWoOOD. No statement, Mr. Chairman.

The CHAIRMAN. Thank you, Congressman Rangel.

Congressman RANGEL. You have been generous with your time.
I thank the committee. i

The CHAIRMAN. Now if the gentlemen that Representative Ran-
gel mentioned would come forward—Governor Rossello, Governor
Romero-Barcelé. Governor Romeré, I think you will speak first as
the sort of senior Representative present.

Representative Gutierrez, we welcome you, sir. We took the occa-
gion to have your colleague, Mr. Rangel, just introduce the three
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of you. Consider yourself introduced. You need no introduction to
this committee. You and Governor Rossellé are very welcome.
We will go first with you, Governor Romero-Barcelé.

STATEMENT OF HON. CARLOS A. ROMERO-BARCELO, M.C.,
PUERTO RICO

Congressman ROMERO-BARCELO. Thank you, Mr. Chairman, Sen-
ator Packwood, Senator Pryor and Senator Breaux.

Before we start, Mr. Chairman, do we have a time allotment?

The CHAIRMAN. Most do; you do not. You are a member of the
other body and you speak as long—now if come noon time and
some of us have wandered away— [Laughter.]

Congressman ROMERO-BARCELO. I would just like to make sure
how much time I had before I begin so I can organize.

I have drafted a statement, which has been submitted.

The CHAIRMAN. It will be placed in the record as if read.

[Th%&rfpared statement of Congressman Barcel6 appears in the
appendix.

ongressman ROMERO-BARCELO. I am going to make reference to
that statemeant, but speak on it and not read from it.
———-—-—In-the first-place, -we- are grateful -for- the  opportunity- to-testify——— —
here before i«:u on an issue that is extremely important to Puerto
Rico and which has been discussed at length for many, many,
many years. Unfortunately, the discussions have not always been
held according to the truth or the facts.

The facts have many times been distorted. The facts have been
many times exaggerated. There has been a hysteria created in
Puerto Rico by those that have a special interest in the 936 tax ex-
empt corporations where the people have been led to believe that
any change, any change whatsoever, iu Section 936 will create
massive unemployment.

In the past electoral campaign the opposition claimed that if I
was elected all the 936 plants would close down because I had. seri-
ous questions about the benefits of the 936 tax credits as they are
now legislated. They say that 300,000 jobs would be lost and there
would be chaos in Puerto. So everything in the economy depended
on the Section 936.

Whereas, we look around and 50 States of the Union do not have
Section 936 and none of the other countries in the world have Sec-
tion 936 and they have their economies going.

So I just wanted to bring that into perspective because I am here
today, Mr. Chairman, as a representative of 3.6 million American
citizens. I represent approximately six times more than every Con-

essman in the House and more than half of the Senators in the

nate.

Yet, unfortunately, all of those citizens who I represent are
disenfranchised and they have no vote. They have no voting rep-
resentation here in Congress. I wanted to speak for them, not for
the 936 companies.

I am representing the interests of the people and the interest of
the nation. The Puerto Rican interests of the nation are not always
the same as the interests of the 936. I am sure that the 936 compa-
nies would not like to pay any income taxes. They see that as their
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best interest. That is not necessarily the best interest of Puerto
Rico, nor necessarily the best interest of the nation.

So, since they have no money to p..y the lobbyists, since they
have no money to pay people to represent them here, I am their
elected representative and I want to speak for them and what is
important for us in Puerto and for the Nation.

I want to make also a strong statemant, that I believe very much
in investment and expsansion, industrial investment, business in-
vestment, creation of new jobs, more jobs, permanent jobs, better
paying jobs. And I am not sure that people will recognize this, in
Puerto Rico particularly. But I am much more concerned about jobs
and creation of jobs than any of these corporations themselves.
They are more iaterested in their own welfare, their own financial
welfare.

The 936 tax exempt companies an< : ae banks which benefit from
those funds that are a low cost to them, and the brokers, and other
individuals and beneficiaries of the 936, claim that the section is
indispensable as it is.

The Commonwealth supporters. the one that support the Com-
monwealth status, claim it is indispensable. But the reason why
they claim it is indispensable is because they see it politically as
a barrier to equality. They claim, and they have so stated many
times, that as long as 936 Section is there, it establishes a dif-

. ference between Puerto Rico and the States. And they can claim
that those benefits are the only ones that will strengthen the econ=" -

omy in Puerto Rico.

Therefore, to become equal, politically and economically, will be
harmful to Puerto Rico. They use that argument against 936. That
is why you will hear them here today arguing also against any
changes in 936 and claiming that it must stay as it is. It is from
a political partisan point of view and not taking into consideration
and then analyzing the facts as they are.

If we examine corporation by corporation you will find that even
as the credits that are proposed by President Clinton—65 percent
wage tax credit—many companies will not be paying a single penny
in Federal income taxes because the credit is high enough to absorb
all the tax liability that they will be subject to.

There are others that will be paying little taxes with 65 percent
wages and others that will be paying more. But we must also keep
in mind that Puerto Rico’s incentives to investment are not only
tax exemptions.

We have the following other tax investment incentives, which are
first of all, a plentiful, trained work force. And a plentiful supply
of workers which are easily trainable.

A productivity that has been recognized here in the nation by the
United States Manufacturers’ Association and by other institutions
that have made the studies as to productivity, as being more pro-
ductive than the mainland workers. That is another incentive.

The wages are on an average half of the wages :hat are found
in the mainland. Even in the poorest States, when compared to the
poorest States, the lowest wages, our wages are avout two-thirds
of the wages in the poorest States, the States with the lowest
wages.
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We have an infrastructure that is comparable to the infrastruc-
ture of many States, an infrastructure better than some of the
States, an infrastructure not as good as other States. But it is com-
parable on the average. And we have instant audio-visual commu-
nication with the rest of the nation which is unavailable in most
foreign jurisdictions in this continent, in the Western Hemisphere.

We have an enviable geographic location, right in the center be-
tween North America and gzuth America, right to the eastern end
of the Caribbean, where the sea leans and the air routes converge
and it has easy access for the Nation, particularly to the eastern
seaboard and the Southern States.

We have the same dollar, the same money, the same coin. There
is no problem with currency exchanges. We have political and eco-
nomic stability unavailable in most of the other countries in the
Western Hemisphere. -

And we have now something which is very important. The only

lace in the United States, and the only place in America, where

th English and Spanish are official languages, which is a great
incentive for anyone who is dealing with the mainland, and Can-
ada, and South America. So these are incentives that are there be-
yond the tax incentives.

I sometimes feel resentful when I hear people that there are no
other incentives in Puerto Rico, that Puerto Rico needs real, real
special treatment. Otherwise, we cannot bring anyone there. It
makes us look like we're less. People feel that we are less than
what we really are. We have a lot going for us.

But it is true, that as long as we are not part and we are not
conceived as a domestic investment area, as long as we are con-
ceived as a foreign investment area, we should have some special
benefits.

Let me address myself now to corporations by corporations be-
cause some of the corporations have come to see me, to tell me
about what a catastrophe is going to be if any changes are enacted
on 936-—they are threatening that they will leave. They are saying,
we will have to make reconsideration of our investment strategies.
We might have to close plants. We might not expand. We might
end up by moving somewhere else. But they say, we are not saying
we are going to do it, but we might.

Most of those companies that are saying that today, Mr. Chair-
man, were exactly the same companies that back in 1978 when I
was Governor of Puerto Rico and imposed the first local income
taxes on those companies said, those are exactly the same ones,
who did not leave.

As a matter of fact, one of them came to see me—that is Baxter
Travenol. Their executive vice president came to see me. I asked
him some questions because they started telling me how they were
going to leave. I said, what is your net income last year; and they
said $247 million.

I said, well, with $247 million, you take 36 percent of that, and
you have $89 million that you would be paying in taxes in any one
of the 50 States.

And what was your payroll? They said $115 million. Well, you
multiply 65 percent by $115 million and you get $75 million. So it
means that in Puerto Rico, different from other States where you
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would pay $89 million, you would pay $89 million minus $75 mil-
lion. That would be $14 million.

I said, now, look me straight in the eye and tell me that that is
not enough incentive to grow, to expand, to have more companies
in Puerto Rico. He looked at me and then he looked at the other
{;eello;v that was next to him and asked, are those the right num-

rs?

Another company came to see me, a pharmaceutical. It has a
small investment in Puerto Rico. When I asked him the same ques-
tions, it turned out that their tax liability would be $6,250,000 and
their wsﬁe tax credit would be $8,750,060. In other words, they had
$2.5 million more credits than they had tax liability. I said, how
come. How does this hurt you?

So I would ask you that as the companies come and move here
that you ask them those questions, what their net income was, and
what is their payroll, so you can make those simple arithmetic cal-
culations.

The Government Development Bank in Puerto Rico has put to-
gether a study, which I sugmit with my testimony, where it shows
that under my proposal that they be given not a 65 percent wage
tax credit, but a 100 ﬁercent wage tax credit. Eighty percent of the
companies in Puerto Rico, or they represent 80 percent of the work-
ers, they would have complete tax credit—they would not pay any-
thing—or at the most their tax liability would be under 25 percent
of the total tax liability they were treated as a State.

And that only 20 percent will be subject to, either with my pro-
g:sal or with the President’s proposal, that only 20 percent would

subject to a tax liability between 50 and 75 percent.

Now I ask, 25 percent tax credit, is that enough stimulus or is
it not? That’s something that only the numbers and specific ques-
tions would demonstrate., But I submit that if a 25 percent tax
credit were offered to any state of the Union, they would rip the
President’s arm.

I think it is still a good tax credit, though it might not be suffi-
cient. We do not know exactly. I cannot judge that. But I think I
want to bring these facts because what we have to determine here
is not what is best for the 936 companies but what is best for Puer-
to Rico and what is best for the nation and that these {acts should
be examined; and that we should not accept all the testimonies
that come here with exaggerations saying what is going to happen
in Puerto Rico.

Because as you will see, all those testimonies start from an as-
sumption that if 936 is changed, there will be a catastrophe in
Puerto Rico, that companies will leave. They do not give you the
numbers showing why they will leave. There is no analysis why
they will leave. And they refuse to come up with those numbers.
I think there are a lot of exaggerations.

However, we want to do what is best for Puerto Rico. I have no
prrblems and I want to say it here clearly that I support whatever
the Governor of Puerto Rico submits. I have not read it. I have not
Egld the opportunity to see what it is. I have not discussed it with

im.

But whatever is best I will support. But I would like to make two
caveats, two conditions. First of all is that I think the tax credit
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as it is now written in 936 has not been shown to be a good tax
credit in terms of providing jobs.

As you will see from my testimony and from the financial report
by the Government Development Bank, the 936 companies in Puer-
to Rico account, in terms of manufacturing jobs, for 16.8 percent of
the tot?l number of jobs. Whereas, two decades ago they were 19.3
percent.

In other words, instead of the manufacturing jobs having grown
with the existence of Section 936 as a percentage of the total em-
gloyment, they have decreased approximately by almost 3 percent.
5o they have not been doing the job they are supposed to do. A
wage tax credit goes directly to the jugular. It is directly an incen-
tive for job creation, which is what we have to consider here when
we discuss Puerto Rico.

Therefore, I understand that there is going to be an option of-
fered for the companies, an alternative suggested that the compa-
nies can also take the wage tax credit or the income tax credit
which now exists, reducing it to 90 percent and then to 80 percent.

I have no objection with an alternative if that option is reduced
to zero eventually, whether it be in 5 years or 10 years or 7 years
or whatever. But that the tax incentives as they are now, that the
be eliminated because I think the evidence is sufficient and I thin
it is overwhelming to demonstrate that the tax credit as it is now
leg‘lr:slated is not going to be providing more jobs.

he other caveat, or condition, which is very important, consider-
ing that the most important thing that we have now on the legisla-
tive agenda before this Congress is health care; whether a new
health care plan is approved or not, Puerto Rico now receives only
$79 milliorn under Medicaid, and this issue must be addressed.

If we were treated as a State, we would be receiving over $1 bil-
lion. This is health care, Mr. Chairman. This is not welfare. It is
inconceivable that in this day and age that American citizens in
Puerto Rico, in the Virgin Islands, in Guam, and other territoriss,
are not treated as Americans when health care is discussed and
when health care is legislated.

When I was a Mayor, and when I was a Governor, I came here
seeking equality, equal treatment, parity in Medicaid, and I was
told, look, Puerto Rico is getting enough money. You have over $7
billion in total Federal programs. That is what it grew up to. It was
not that when I started. Thus, do not even think about it. We
might give you a few dollars more, but we are not going to make
you whole in Medicaid.

The CHAIRMAN. If I could say my dear friend, you and I have
talked about these matters for some time when I was at the United
Nations—that would go back 18 years. On health care, though, we
have learned in the press this morning that the Director of the
Budget says we will not be getting to health care until next year.
So perhaps we should stay on taxes today.

Congressman ROMERO-BARCELO. Right.

The CHAIRMAN. Your point is properly taken.

Congressman ROMERO-BARCELO. Yes. But let me just say that it
was also said, you do not pay income tax. This will be the first time
that income taxes will be collected from Puerto Rico.

The CHAIRMAN. Right, corporate taxes.
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Congressman ROMERO-BARCELO. And I think this committee has
jurisdiction over both issues. The policy decisions should be made
simultaneously.

The CHAIRMAN. And they certainly affect one the other.

Congressman ROMERO-BARCELO. Right.

The CHAIRMAN. We thank you very much, sir.

Congressman ROMERO-BARCELO. Thank you very much.

The CHAIRMAN. Representative Gutierrez, we look forward to
hearing from you, sir.

C(i;)gressman GUTIERREZ. Mr. Chairman, thank you very, very
much.

The CHAIRMAN. [ believe this is your first appearance before the
Finance Committee, isn’t it?

Cimgressman GUTIERREZ. Yes, it is, Mr. Chairman. I hope not
my last.

The CHAIRMAN. I am sure it will not be. We welcome you.

Congressman GUTIERREZ. Mr. Chairman, I would respectfully re-
%xest, given the fact that the Resident Commissioner of Puerto

ico has suﬁgested that he is going to be supporting the observa-
tions made by the Governor of Puerto Rico here today, and that is
indeed the vein in which I come before this committee, that if we
could, Mr. Chairman, with all due respect, hear from the Governor
of Puerto Rico, Pedro Rossells, I think it would help me in terms
of what I would like to say here.

The CHAIRMAN. Fine. If that is your wish, we would defer to any
member of the other body.

Congressman GUTIERREZ. Thank you very much, Mr. Chairman.

The CHAIRMAN. Governor Rosselld, this would be your first ap-
pearance and we welcome you, sir, as the Governor of Puerto Rico.

STATEMENT OF HON. PEDRO J. ROSSELLO, GOVERNOR OF
PUERTO RICO, SAN JUAN, PR

Governor ROSSELLO. Thank you very much, Mr. Chairman, dis-
tinguished members of the Committee on Finance. My name is
Pedro Rossell6. I am the Governor of Puerte Rico.

I welcome this opportunity to testify regarding changes proposed
by the administration to Section 336 of the Internal Revenue Code.
A letter from President Clinton was read aloud at my inauguration
ceremony this past January 2.

The following is a direct quotation from that letter, and I quote,
“As President, I will try to ensure that the Federal Government
does its part to help Puerto Ricans with the issues that they face.
The administration will consider the circumstances and needs of
Puerto Rico as it develops and implements policies that would sub-
stantially affect the Island.”

To date, I am sorry to report, the recommendations of the execu-
tive branch with respect to Section 936 have contradicted that
promise. They also contradict the intended purpose of Fresident
Clinton’s policy of providing opportunities for all Americans.

We in Puerto Rico support the President’s objectives and are
fully prepared to assume our proportionate share of the burden. In-
deed, we strongly endorse many of the administration’s specific
proposals—among them, the rebuilding of our Nation’s infrastruc-
ture, and reform of the health care system.

s
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In one key area, however, executive branch policy planners seem
to have lost sight of President Clinton’s bottom line—that, of
course, is jobs—jobs for American citizens.

Nowhere is the need for jobs greater than in Puerto Rico, where
unemployment now excee(fs 18 percent—2%2 times the national
level, where the per capita income is less than 30 percent of the
national average, where the proportion of families subsisting on a

overty-level income approaches 60 percent, while the mainland

gure stands at about 10 percent. -

Despite this data, the administration is advocating Section 936
amendments that would actually cripple our Island’s capacity to at-
tract, and even to retain, job-creating private sector investment.

Currently, more than 105,000 Puerto Rico residents are em-
ployed directly by firms operating under Section 936. These compa-
nies also create a significant number of indirect additional jobs
elsewhere in the economy.

Section 936 employees account for almost 70 percent of manufac-
turing jobs in Puerto Rico, and approximately 11 percent of the Is-
land’s total employment. Accordingly, whenever the Federal Gov-
ernment contemplates changing Section 936, it is of vital impor-
tance to Puerto Rico’s government that such changes imperil nei-
ther the Island’s current employment, nor its future economic de-
velopment. What is in essence a marginal decision for the Federal
Government is a vital and central issue of economic survival to
Puerto Rico.

However, peril is pervasive in the administration’s latest Section
936 modification plan.

We estimate that these proposals would reduce the annual tax
benefits of Section 936 companies by more than 60 percent; would
increase the effective tax rates of such enterprises to a level that
when Puerto Rico tzx levies are factored in would leave the Island
noncompetitive; would drain the pool of Section 936 funds by 75
percent; and would slash, by amounts ranging from 25 percent ug
to 75 percent, the tax benefits pertaining to the companies whic
employ just about two-thirds of all men and women working at Sec-
tion 936 enterprises.

That is what I mean by pervasive peril.

None of this is intended to imply that the status quo is ideal.
Section 936 can be rendered more effective. I am not here to insist
that this incentive program be treated as a sacred cow. As I have
already said, Puerto Rico is fully prepared to accept its propor-
tionate share of sacrifice in the national interest.

Nevertheless, using whatever parameters you may choose, the
sacrifice being proposed by the executive branch is disproportionate
and is crippling to our objectives of building a competitive economy.

The inequity to which I refer can easily and dramatically be
quantified. The administration’s national economic blueprint envi-
sions sacrifice in the form of tax increases that total about $1,200
per person in the average State. Puerto Rico, by contrast, would be
expected, solely throu% changes in Section 936, to generate new
Federal revenues at a level equivalent to $2,000 per person.

In the context of relative income differentials, I may add, this is
six times more than the contribution per capita being sought of
mainland citizens. I believe that by any yardstick that is unfair.
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Moreover, we must keep in mind the extraordinary economic chal-
lenges that Puerto Rico confronts. :

Although the Island’s population density is 15 times the national
average, Puerto Rico’s current territorial political status has left
our people without full access to many basic services. Just last
week the (Census Bureau revealed that Puerto Rico trailed all 50
States in fiscal year 1992 Federal spending per person, receiving
barely half the amount spent in an average State. Obviously, that
helps to explain why our economy is less robust.

The provisions of the North American Free Trade Agreement
would reduce our ability to compete with foreign countries for sev-
eral types of labor intensive enterprise.

I respectfully submit that in any of your States 18 percent unem-
ployment would constitute a dangerously explosive situation. Yet,
it is against this backdrop, on the premise that it can yield $7.3
billion in rever.ue over the next 5 years, that the executive branch
of the Federal Government today advocates the virtual destruction
of Puerto Rico’s principal economic development tool.

This cannot be decided merely as a numbers game. The Presi-
dent has asked us to “put people first.” This is precisely our plea
to the Senate, the House of Representatives, and the White House.

President Clinton has stated he wants to create more jobs, better
jobs, higher paying jobs for the American people. Where Puerto
Rico is concerned, the administration’s current proposal would do
just the opposite.

All rational analysis shows that the administration’s current pro-
posal will result in a weakened, more dependent economy, a signifi-
cant loss of American jobs, greatly diminished local tax revenues,
and higher capital costs.

The price tag on that projected $7.3 billion in new revenue is
simply too high. It sadly reminds me of the Vietnam war story
about the village that supposedly had to be “destroyed in order to
save it.” The Federal Government cannot foster rer.ewed economic
growth by taking jobs away from a community of 3.6 million Amer-
ican citizens that needs new jobs perhaps more than any other.

As an alternative to the administration’s plan, we propose the
enactment of an incentive comprised of two options.

Under the first option, a 936 firm would receive a tax credit
equal to the sum of the total compensation it pays to its employees;
all of the corporation’s Puerto Rico income and tollgate taxes; Fed-
eral income taxes attributable to the company’s qualified posses-
sions source investment income; and 10 percent of its new capital
investment in plant, machinery and equipment.

Or under the second option, the 936 corporation would receive an
income-based credit that would be phased down to 90 percent of
the existing Section 936 credit in 1994, and to 80 percent in subse-
glﬁant years. This plan would provide new Federal revenues of $2.8
illion.

Today we bring before you this proposal, which would allow
Puerto Rico to participate in the sacrifices being asked of all Ameri-
cans, but which will also permit us to build a more productive,
more competitive, and less dependent economy. We seek not hand-
outs, but instruments for productive development.

X
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Qur proposal, which I am submitting to you in more detail as an
addendum, and which I urge you to accept, offers a realistic ap-
proach to revenue enhancement, and thus to proportionate shared
sacrifice by Puerto Ricans. Unlike the administration’s preposal,
this plan has broad-based backing from labor, business, financial
and professional organizations on the Island, as well as Latino and
Hispanic leadership groups on the mainland.

But most of all, my proposal provides a foundation upon which
Puerto Rico can continue to construct a more self-sufficient econ-
omy, one that will propel us closer to equality—equality of rights,
equality of opportunity, equality of responsibility—the equality
with which you and your constituents are blessed.

Wﬁ ask for this as fellow American citizens. Thank you very
much.

The CHAIRMAN. Thank you, Governor Rossello, for a very care-
fully rrafted statement, with some very important and challenging
numbers which we will have occasion to address during question-
ing.

[The prepared statement of Governor Rossell appears in the ap-
pendix.]p -

The CHAIRMAN And now, Representative Gutierrez, we welcome
you again, sir.

STATEMENT OF HON. LUIS V. GUTIERREZ, U.S.
REPRESENTATIVE FROM THE STATE OF ILLINOIS

Congressman GUTIERREZ. Thank you, Mr. Chairman. Members of
the Senate Finance Committee, thank you for the opportunity of al-
lowing me to testify before you today.

I come before you as a Congressman of a heavily Puerto Rican
District in Chicago and as a Puerto Rican myself.

Since the beginning of the current hurricane, 936, I have urged
all interested parties in Puerto Rico to unite and to speak with a
single voice. I have refrained from commenting specifically on any
of the different counter proposals that have come from Puerto Rico
to President Clinton’s proposal to eliminate Section 936.

I have studied, amf will continue to study, such proposals as
much as possible in consultation with the Governor of Puerto Rico,
and with other Puerto Rican leadership. I will, in the end, support
that proposal or set of proposals which helps the Puerto Rican
economy the most.

I know Governor Rossellé has been working hard to develop such
a proposal and we have heard it here this morning. So have other
Puerto Rican leadership and I look forward to hearing from them.

I would like, however, to comment on some general principals
that in my opinion should be considered seriously during this dis-
cussion. Puerto Rico is a United States’ possession. Technically,
Puerto Rico is an unincorporated United States’ territory. In re-
ality, this means Puerto Rico is a colony of the United States.

Since the Congress assumed sovereignty over the Island and its
inhabitants, Congress has controlled the economy of Puerto Rico.
Every single important aspect of the economy, from minimum wage
laws, to foreign trade, to the extension of coast wise shipping laws
to Puerto Rico, currency, immigration, they are all under the juris-

I il
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diction of the Congress. The application of 936 to Puerto Rico is but
another example of this.

It is my view that the Puerto Rican people have the right to self-
determination. We, as a people, have yet to exercise this inalien-
able right. Perhaps the best example of the need of Puerto Rico to
have self-determination is the current debate over Section 936.

Lacking from the official discussion of this issue is consideration
of the Puerto Rican point of view. What impact will it have on the
Island’s economy and, more importantly, on the future of Puerto
Rico? Did anyone consider the impact something of this magnitude
will have on the lives of 6 million Puerto Ricans, both on the Island
and in every single Puerto Rican community on the mainland, in-
cluding my own in Chicago?

The elimination of substantial modification of 936 without an
adequate substitute or safeguard will result, no doubt, in an un-
precedented economic crisis on the Island, greatly increased unem-
ployment, and heavy migration to our already overburdened cities,
and communities on the mainland. .

To be sure, Mr. Chairman, much may be said, and much has
been said, in criticism of the way the Puerto Rican economy oper-
ates under Section 936. It is not perfect. As you may know, Mr.
Chairman, I favor independence for Puerto Rico. And while I agree
there is much to be improved with Section 936 as it relates to the
environment, to labor relations, to the use of 936 bank deposits, to
the lack of involvement of 936 companies with the development of
the Puerto Rican community on the mainland and other aspects of
the Section; and, while not only the demise of the Section, but the
wag this whole affair has been handled may seem on the surface
to be good for the cause of independence, the truth is that it would
be totally irresponsible for anyone to advocate a cause, be it inde-
pendence, commonwealth or statehood at the cost of the livelihood
of tens of thousands of Puerto Rican workers and their families.

The way the current debate is unfolding is unfortunate. If there
are concerns about the pharmaceutical companies and the prices
they charge for medicines, let us deal with that issue as such. If
there are problems with the so-called runaway plants, let us deal
with that issue as such. If some companies may be abusing Section
936 by transferring and, therefore, sheltering profits from continen-
tal operations which should otherwise be federally taxable, then let
us work to close such loopholes.

But what I strongly object to, respectfully, Mr. Chairman, is to
proceed in such a fashion as to drastically alter the current basis
of the Puerto Rican economy without ronsidering the impact this
will have, not only on the economy of the Island, and subsequently
on Districts like mine, but just as importantly, the impact this
would have on the whole status question debate on the Island. And
tuis, Mr. Chairman, would be done, really in the absence of mean-
in%/‘l;ul participation by the people of Puerto Rico in the process.

r. Chairman, Puerto Rico is not a state of the union. Puerto
Rico does not have voting representation in Congress. The only par-
ticipation Puerto Ricans had in the Vietnam War situation, for ex-
ample, which many believe started our dgreat deficit problem, was
{:)o; ave young men die on the battlefield in disproportionate num-

rs
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Puerto Ricans did not vote to elect the President, nor the Con-
gress, which ran the huge deficits for that war and the subsequent
deficits. Puerto Rico always received a fraction of the Federal funds
it would receive if it were a State. Our Vietnam veterans, and this
is a shame, do not receive in Puerto Rico the same benefits veter-
ans receive on the mainland.

Puerto Rican communities on the mainland, Mr. Chairman—and
I know you have studied this in depth—are some of the poorest in
our country.

So I respectfully ask, how come Puerto Ricans who benefited the
least from the spending bonanza that led to our huge deficit, who
were not represented on the decision making bodies that created
this deficit, who have a per capita income of about half of that of
Mississippi, and a third of our National average, who last year re-
ceived about half the Federal outlays per person of our National
average and who suffer from at least twice the national unemploy-
ment rate, however, Mr. Chairman, is the economy of Puerto Rico
expected to contribute more than twice to the President’s deficit re-
dugtign initiative than those of us on the mainland are being asked
to do?

If {ou consider all of the factors cited above, you are asking the
fragile Puerto Rican economy to contribute at least 12 times as
much per person to the reduction of the deficit than what is being
asked of the U.S. economy as a whole.

Mr. Chairman, I wholeheartedly agree with the March 24 Wash-
ington Post editorial that there is no “Puerto Rican Policy” behind
the proposal to eliminate Section 936. In fact, Mr. Chairman, I am
informed there is currently not even a Presidential Advisor on
Puerto Rican matters in the White House.

Mr. Chairman, I respectfully submit to you, and to this commit-
tee, that to continue down this path will prove to be disastrous
both for Puerto Rico and the United States. I again respectfully
submit to you that the time has come to review in depth and com-
prehensively the relationship betweei the United States and Puer-
to Rico and to proceed decisively and constructively along a dig-
nified path of self-determination ‘o the people of Pue-to Rico.

For only in such a context does it make sense tc study any pro-
posal to significantly alter the very basis Corgress itself laid out
for the current economy of Puerto Rico to grow and develop. I can-
not think of a better investment of our taxpayer dollars than to
provide for the health economic development of the Island of Puerto
Ricl% regardless of the final outcome of the status question in Puer-
to Rico.

In closing, Mr. Chairman, I can assure you not only of my sup-
port for the President’s overall plan for deficit reduction, but also
that of all Puerto Ricans. Let us, however, remain cognizant about
the history and reality of Puerto Rico and Puerto Ricans so as not
gd create a worse problem than we are trying to address here

ay.

Thank you very much, Mr. Chairman.

The CHAIRMAN. We thank you, sir, for a very powerful and co-
gent testimony. )

[The prepared statement of Congressman Gutierrez appears in
the appendix.]
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The CHAIRMAN. If you won’t mind, and I am sure you won't, I
would just like to make one statement before general questioning.
In res%ect to your statement, you say, and correctly, “ . . it is my
ziiew”t at the Puerto Rican people have a right to self-determina-

on.

I mentioned earlier that I was the U.S. Ambassador to the Unit-
ed Nations under President Ford. That is the first occasion on
which I had the honor to meet Governor Romero-Barcel6. He was
then Governor of Puerto Rico.

There was a movement in the United Nations to denounce the
United States for its relationship to Puerto Rico as one of being a
colonial power to a colony. I made the point, on behalf of President
Ford, that every President of the United States since Harry S. Tru-
man has proclaimed to the people of Puerto Rico, to the United
States, and to the world, that the people of Puerto Rico are free to
chose between Commonwealth status, which is the present status,
and which was chosen in 1967, alternately, independence, which
you have said you favor, sir, or statehood.

This is a free choice, and I think this question is coming around
again as it does regularly. But the right of self-determination has
been proclaimed by the United States, and I am sure it will be re-
sFected by this Congress, and I cannot doubt it will also be pro-
claimed by this administration.

So with that, agreeing with you, setting that record clear, I
would like to thank you all and we will turn now to questions.

And first of all, of course, to the Senator, sometimes Chairman,
once and future Chairman if we do not get this tax bill through.
[Laughter.]

The CHAIRMAN. If we get it through. Correction is heard.

Senator PACKWOOD. That is correct. I am praying for the tax bill,
Mr. Chairman.

Governor Rosselld, let me ask you just one question about a sta-
tistic in your statement. It is on page 3. “The inequity to which I
refer can easily and dramatically be quantified. The administra-
tion’s national economical blueprint envisions sacrifice in the form
of tax increases that total about $1,200 per person in the average
State. Puerto Rico, by contrast, would be expected solely through
changes in Section 936 to generate new Federal revenue at a level
equivalent to $2,000 per person.”

I am intrigued with your first figure. The President’s tax plan,
I assume is what you mean by the economic blueprint.

Governor ROSSELLO. Yes.

Senator PACKWOOD. Is going to cost about $1,200 per person in
the average State, close to $5,000 for a family of four.

Governor ROSSELLO. That is correct.

Senator PACKWOOD. What is your source on that? I would love
to have that.

The CHAIRMAN. Well, would the Senator yield for questions. Take
272 and you divide it by 256 you get more than 1,000. Multiply it
by five and you get close to 5,000 per family.

Senator PACKWOOD. Thank you. I appreciate that.

Governor ROSSELLO. Thank you, Mr. Chairman.

Senator PACKWOOD. Now, how solely through the changes in 936
do you come to $2,000 per person in Puerto Rico just on 936?

i
Ll
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Governor ROSSELLO. When you divide the $7.3 billion by 3.6 mil-
lion inhabitants, you come up to that figure.

Senator PACKWOOD. On 936 alone?

Governor ROSSELLO. On 936 alone.

Senator PACKWOOD. Mr. Chairman, thank you. I have no other
questions.

The CHAIRMAN. I thought you might not. [Laughter.]

Senator Pryor, you now have extra time.

Senator PRYOR. I hope I won’t abuse that, Mr. Chairman. Thank
you.

I have enjoied very much, Mr. Chairman, the personal discus-
sions with I have had with the Congressman and the Governor
from Puerto Rico. I look forward to visiting with our new friend
from Illinois on this issue.

I think, Mr. Chairman, my concern basically about Section 936
is that it, simply put, it is out of whack; and it has become skewed
to the extent that I think we need to make a, you might say, mid-
term correction in Section 936. I think we have to change it.

I am not one to say we have to totally abolish 936. I think
though that we must look at the facts and figures and numbers.
And to say that no longer can we justify Section 936 in its present
form, providing the results that we are getting today.

For example, one concern that I have had, and I take this, I
might say, to the Chairman and to Senator Packwood, from the
1992 GAO report, a very fine report, on just the drug companies
in Puerto Rico during 1987, that the drug companies, some are re-
ceiving a $71,000 tax credit per employee. That the average wage
for those same employees is on the average $26,000, leaving a
$45,000 differential.

The $45,000 differential, that goes into the pockets of the phar-
maceutical companies <nd that is not allocated for the benefit of
the people of Puerto Rico.

Mr. Chairman, I would like to say something else. 1 would like
to state, and I have seen studies on this, that the people of Puerto
Rico, according to these studies, and according to industry records,
are perhaps the most productive people on the face of the earth. I
commend the worth ethic of the people.

I think the drug companies in particular are taking advantage of
those people. I think they are takiniadvantage of this great island.
And I think that the system as I have said is out of whack, the
benefits of this present 936 law that we have in the IRS Code, the
real benefits, go to the companies rather than to this Common-
wealth and to the people.

If I were a drug company I would go to Puerto Rico, and I would
manufacture my gs in Puerto Rico. That is where I would be set
up because the law encourages this abuse.

I think all of these fears that are being cast about, about all the
companies that are going to be leaving this island if 936 is
changed, if it is modified to any extent, I think is a threat.

I tﬁm.k’ it is a threat. It is a fear tactic. I think that it is a sad
situation when we see the drug companies basically casting this
fear on the Island as it is. And I think we can change this proposal.
I am not sure that I support President Clinton’s 60-percent ap-
proach. But I am willing to look at it. I am willing to sit down and
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gk about it. But I think we have seen a lot of abuse in the sys-
m.

I have advocated changing it, sometimes abolishing it. And if we
cannot do any of that, then I want a Section 936 to apply to some
of those counties in Arkansas with 27 percent unemployment. I
would love to see that, Mr. Chairman. I would love to have a 936
for some of those delta counties that have 25 and 27 and 30 per-
cent unemployment.

Mr. Chairman, I thank you snd I hope I did not abuse the time.

The CHAIRMAN. You most assuredly did not, Senator Pryor. We
thank you.

Senator Breaux?

Senator BREAUX. Well, I thank our distinguished guests for rep-
resenting Puerto Rico so well, and their constituents so well, in this
presentation.

The argument that the administration makes is that by making
the change to the 65-percent credit, it would have a positive effect
because it would be more closely tying the tax credit to the employ-
ment and the possessions in the Commonwealth and would actu-
ally be a positive step in encouraging employment not a negative

step.

89.11 you com:anent on that?

Governor ROSSELLO. Sure. I think and I must say that I agree
with Senator Pryor’s pointing out that there have been some
abuses and we come here not to say that this not be changed. If
there has been some abuses, then let’s deal with the abuses.

But, Senator Breaux, I think that when you quantify the impact
and you notice that over two-thirds of the corporations currently
under Section 936 will receive a reduction, which is very significant
from 25 to 75 percent of their actual tax benefits, then you must
realize that maybe not all, but some significant portion of those
corporations will have to make decisions that will be based on not
continuing or not expanding their operations in Puerto Rico.

It is a significant piece of reduction in benefits. If those oper-
ations are taken away, it obviously results in the loss of jobs.

Senator BREAUX. Where do you think they would go?

Governor ROSSELLO. Where? Well, Puerto Rico competes right
now for that type of industry with places like Singapore and North-
ern Ireland. Conceivably not in the short run, but int he medium-
or long-term, they could go into the expanding market that is de-
veloping with Mexico and some of the other Latin American coun-
tries.

Senator BREAUX. But the point I would make is, if they go to
those places they certainly are not going to get the benefit of any
kind of 936 tax assistance.

Governor ROSSELLO. No, they would get the benefits through Sec-
gi:lrll 901 where they can get credits for whatever taxes are paid lo-

y.

Senator BREAUX. But that does not equal the benefits that you
would get even with the 65-percent limitation on Section 936,
would it? )

Governor ROSSELLO. Well, the thing is, Senator Breaux, it is not
in a vacuum that you have to examine this. It is where you start
from. You are starting from a point where you are asking Puerto
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Rico to essentially in the aggl'reigate produce $7.3 billion that has
to come out of the economy. I do not think anybody can say here
that that is a minor impact on the economy of Puerto Rico.

As far as the Government of Puerto Rico, it also means that the
Government of Puerto Rico will have approximately $500 million
less in its income tax base for coming years. I think, and I respect-
fully disagree with our Resident Commissioner, that it would a
major impact in Puerto Rico from the point of view of taxes and
the services that the government offers. Additionally, it would im-

act Puerto Rico as a good scenario for doing business in the manu-
acturing sector.

I think all the studies have unanimously shown that. I do not
think that is a question of arguing with the data. It is whether we
can look for an alternative that addresses the national concerns.
Yes, Puerto Rico has to participate in the sacrifices.

We are proposing a plan here that will gather new revenues for
Treasury to the tune of $2.8 billion, which we think is fair and it
is proportionate. And at the same time not cause the disruption
that the administration is proposing unanimously as seen as a
major attack on the Puerto Rican economy.

Senator BREAUX. Thank you for excellent testimony.

The CHAIRMAN. Thank you, Senator Breaux. We all agree on that
point.

Governor Romero-Barcel?

Congressman ROMERO-BARCELO. Mr. Chairman, may I elaborate
a little bit on this, the issue that was just discussed?

One of my concerns has always been the fact that Section 936
puts Puerto Rico in the position of being a foreign investment area,
as a foreign investment tax area. So that the companies in the
mainland, the pharmaceutical and all of them, when they are con-
sidering their domestic investments, their domestic strategy for in-
vestments and expansion, Puerto Rico is not included. And we are
not included until they begin thinking of their foreign investments.

If whatever changes are made and Puerto Rico is brought into
the physical system of the corporation, in other words, the compa-
nies in Puerto Rico are allowed to consolidate their tax returns,
then Puerto Rico will be brought into the domestic investment area
of concerns. Then companies will start comparing Puerto Rico with
the States instead of comparing Puerto Rico with foreign companies
because it would be very difficult for us to compete, wage wise and
environmentally wise, with foreign countries.

The CHAIRMAN. That is a very interesting point.

Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

Governor, I wonder if you could briefly outline your proposal. I
did not understand it to the degree that you referred to it. You said
your proposal was appended to your statement. Could you just very
briefly outline the provisions of it?

Governor ROSSELLO. Sure. Essentially, we have a two-tiered or
two-option proposal. One that goes directly to stimulating the
labor-intensive sector of manufacturing in Puerto Rico and another
to giving incentives to the high capital, low labor intensive sector.

I do not think that it is the objective of the national policy to cre-
ate low paying jobs for the nation. On the contrary, create more
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jobs, but higher paying jobs. And we participate in that goal for
Puerto Rico also. »

By doing this we provide stimulus to both sectors. One of them
is basically based on a wage credit, although we are calling it a
total compensation credit to include the benefits, which I must say
in Puerto Rico some of the mandated benefits are higher than the
wages in many of the competing countries in Latin America. So it
would essentially put us out of business.

Including 100 percent wage compensation credit, a credit for
whatever taxes are paid in Puerto Rico, a 10-percent credit on new
investment in Puerto Rico, and essentially leaving unchanged the
so-calied passive investment income through qualified possession
source investment income in Puerto Rico, whichalready is in exist-
ence. So we would maintain that.

And as a second option for those high capital types of enter-
prises, address Senator Pryor’s concern about abuses and cut down
the maximum allowed now under an income-based credit to a 90
percent and then to an 80 percent maximum,

Essentially, when we are talking about $2.8 billion which would
be produced by this plan, it is coming essentially from where Sen-
ator Pryor has his main concerns. I think those are valid concerns.

So we are proposing here a plan that has a balance on one side,
recognizing Puerto Rico’s proportionate participation in addressing
the national deficit and at the same time allowing us some instru-
ments that will stimulate labor-intensive sectors of our manufac-
turing industry; and on the other side, retaining some incentives
for the high capital, high-tech enterprises which Puerto Rico does
want to retain.

Senator BAucCUS. Now what are the revenue estimates of your
proposal compared either with current 936 or with the administra-
tion’s proposed changes?

Governor ROSSELLO. Pardon me, sir?

Senator BAucus. What are the revenue losses to the United
States?

Governor ROSSELLO. Well, the current system essentially pro-
vides no revenues. The President’s proposal would provide $7.3 bil-
lion in new revenues from Section 936 corporations. Our proposal
would generate $2.8 billion in the same period. So essentially it is
$7.3 billion versus $2.8 billion contribution.

Senator BAucus. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Could I say to you, Senator Bau~us, as well as
to our distinguished witnesses, we do have a General Accounting
Office estimate of some of the job-related benefits. I believe it was
Senator Pryor who asked for that.

In 1987, and 1 will simply refer to a firm that is located in New
York, the Pfizer Co., an extraordinary company, that is where the
penicillin in World War II was made. It was invented, developed
in Britain. Penicillin actually was made in Brooklyn.

But GAQO estimated that there wer2 $156,400 in tax savings for
every employee in Puerto Rico. That is a formidable sum.

Senator Riegle?

Senator RIEGLE. Thank you, Mr. Chairman.
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Let me welcome the new Governor here today. We have not met
before. I want to just say at the outset that I have a particular in-
terest in Puerto Rico. My sister lives there and is married to a na-
tive citizen of Puerto Rico. So I have taken the time to understand
in some detail how 936 works and study the economy of Puerto
Rico generally.

I must say, Mr. Chairman, I think we have already heard, de-
spite the fact that there are some differences of view, that the Clin-
ton proposal goes too far. I think it is going to be disruptive and
damaging in a way that I do not think anyone intends.

In a sense, we are going to have to figure out how we offset the
costs involved in cutting 936. For example, if your unemployment
rate, now at 18 Fercent, goes higher, payments for unemployment
compensation will increase. Also costs for food stamps, which is al-
ready a major issue, would have to be considered; and a host of
other things along that line.

I am struck, too, by the fact that as economies get into economic
difficulty and stress we see crime as a consequence usually goes up.
And you are struggling with that in Puerto Rico as we are in many
of our cities here across the country.

Governor ROSSELLO. Absolutely.

Senator RIEGLE. So I am very much concerned as to how far we
stretch social fabric in terms of taking the unemployment higher
than it is today. Puerto Rico has a very fragile economy. It would
be one thing, as you pointed out, if we could go back to another
time in the past and maybe do things differently. But that is not
where we are. We are where we are today.

I think we have to be very careful about having disruptive affects
that we may not intend. I see a real potential there for that. I
think as well when you put NAFTA—the North American Free
Trade Agreement—the Mexican Free Trade Agreement into this
context, it is one more element that also is a very threatening de-
velopment on the margin.

In Puerto Rico, for example, in answer to Senator Breaux’s ques-
tion, the minimum wage law is in effect. Am I right about that?

Governor ROSSELLO. Yes, that is correct.

Senator RIEGLE. So there is a wage differential between Puerto
Rico and let’s say in Mexico, which is even closer in terms of the
transportation issue than the United States——

Governor ROSSELLO. That is right.

Senator RIEGLE. And the workers there are working for 75 cents
an hour or $1 an hour, leaving for the moment aside the special
tax credit features, there are other tax credit features as well—you
mentioned 901, I think, Section as well—but those cost differentials
on labor alone are so substantial that I can see a runoff of jobs,
not just new location decisions being made to go somewhere else.

But I can see why plants that have been around for a number
of years in Puerto Rico might be phased out and those plants be
re-established. You mentioned Singasore. It is just as easy to do it
in Mexico, especially if the Free Trade Agreement is to be enacted.
I hope it will not be in the form it is in. But in any event, that
is another high risk here.

I am concerned, Mr. Chairman. I know the great concern you
have about Puerto Rico. The people there do have to make this sta-
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tus decision for themselves. We have keen very clear on that. There
are different points of view. We have heard some today.

There are people who feel very strongly that the Commonwealth
status ought to continue as is. But leaving that very difficult ques-
tion aside because that is really a question the Puerto Rican people
themselves must answer, I do not think we want to take and create
a kind of an economic turmoil and upheaval there that can serve
no good end, no good tpurpose.

I think it is a very fragile eco.iomy. So while I rhink some adjust-
ment is needed, I think what the President has proposed goes fur-
ther than will yield us positive results in the end‘.) I think if we are
left with hurtful results, it will not only hurt Puerto Rico, it will
hurt this country; and we want neither of those events.

The CHAIRMAN. Thank you, Senator Riegle. We are going to hesr,
of course, directly—shortly now—from the administration. But tne
question you put, and Senators Breaux and Pryor and Baucus have
said the same, the question of disruption is the question the admin-
istration has to answer; and I am sure they will seek to do so. But
it has to be addressed. I cannot doubt that the same views are held
by Senator Grassley and Senator Hatch. But we will hear.

Thank you, Senator Riegle.

Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Chairman.

What sort of effect would a Section 936 based credit have on the
pursuit of statehood, if any?

Governor R0O33ELLO. Senator, I think that the Puerto Rican peo-
ple will have the opportunity this year, towards the end of this
year, to express their will as far as their political status. That is
a commitment that we have and we will act upon it.

But I think no matter which of the three alternatives that we
have discussed for many years, many decades, you have to start
from the point of a strong economy. I do not think it is in the inter-
est of independence or Commonwealth or statehood to start from
a weakened economy.

So in a sense, even though status has been discussed here today,
I see that no matter what our particular inclinations might be on
that, and I am a supporter of statehood, I think each one of the
formulas has to start for its success from a strong economy.

So I think in essence the effect would be a neutral effect in terms
of simply providing Puerto Rico the instruments, the mechanisms,
to leave a dependency state and become more competitive. That is,
I think, the basis of our proposal.

Senator GRASSLEY. Governor, Congressman Romero-Barcel6 said
that the 936 credit has done a poor job on creating jobs. Do you
agree with that assessment?

Governor ROSSELLO. I do not agree with that totally. I think we
see one of the effects and we are not seeing what the effect would
be without 936. We are seeing just one side. There is data that sug-
gests it has been very important.

In Puerto Rico if you look at the jobs, the high tech jobs have
been replacing losses in labor-intensive jobs and manufacturing. In
other words, the high technology corporations that have been stim-
ulated by 936 have been replacing what has been a 20 year steady
loss of labor-intensive type of enterprises.
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1 think we can also see as a worldwide phenomenon that in man-
ufacturing as production goes up the jobs curve is coming down,
signifying greater productivity per employee. That is a worldwide
phenomenon. It is also happening in Puerto Rico.

In Puerto Rico the participation of manufacturing in our gross
domestic product is increasing at the same time the number of jobs
in manufacturing is going down. But I submit to you that that is
a worldwide international phenomenon.

Senator GRASSLEY. Congressman Gutierrez, you said or indi-
cated, I believe, that in order for this to be successful all the inter-
ested parties in Puerto Rico are going to have to get together be-
hind a single proposal. I assume you are close enough to it. Does
that look like a real possibility that that can be done?

Congressman GUTIERREZ. Senator, I believe that it can be accom-
plished; and that, indeed, Governor Rossellé’s presence here this
morning, and his testimony, and the fact that so many interested
groups given the great division that is created in Puerto Rico
around the issue of status and as we can argue about so much that
goes on in Puerto Rico, and, indeed, what is best for Puerto Rico.

I see a growing consensus around the platform that has been
presented before this committee by that of Governor Rossellé to the
point, Senator, that someone who from the mainland, a member of
Congress, who believes that Puerto Rico should be an independent
country, and the Governor who states here today that he is a sup-
porter of statehood, we have both come here today to state what
1s most important is job development and the creation of those jobs
and what is good for the Puerto Rican people, irregardless of our
own ideclogical views.

So I think the fact that I am here at this table supporting Gov-
ernor Rosselld is indicative of the unity that is coming around his
proposal.

Senator GRASSLEY. Congressman, do you feel the same way?

Congressman ROMERG-BARCELO. Yes, Senator, providing, as I
mentioned, that Puerto Rico is made whole in health care. Let me
explain why.

I think the funds should go to Puerto Rico, besides the fact that
Puerto Rico should be treated the same, because we are talking
about health care and not welfare, we are American citizens and
there is no justification whatsoever for the widows and the orphans
of men who died for their nation being not be entitled to the same
quality health care, and why foreigners in this Nation if they are
residents should be entitled to health care and not American citi-
zens of Puerto Rico.

So if that inequality is addressed and Puerto Rico gets the qual-
ity health care it yearns for, we will get about a billion dollars that
would create a lot of {'obs in the health care industry. But, more
importantly, parity will also improve the health care of the people
of Puerto Rico and would more than make up for whatever incon-
veniences or losses we might have with the President’s or someone
else’s gro osal.

With that proviso, I support the Governor’s position. Because
what I do not want to see in the future when I comc up here to
ask for parity in Medicaid that someone says, well, wait a minute,

you came here and we gave a lot of benefits to the 936, much more
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than the President had proposed, now you cannot come here asking
for that money because we do not have it. What I do not want is
that to happen.

If that policy decision is made now, and we can guarantee that
to the people of Puerto Rico, the ones that cannot have any lobby-
ists here to ~epresent them and to do lobbying in the Senate and
the House, if we can guarantee that to the people of the Puerto
Rico, I am sure the economy of Puerto Rico will benefit from it,
Puerto Rico will benefit from it, the people of Puerto Rico will bene-
fit greatly from it.

The CHAIRMAN. Thank you, Senator Grassley.

I think at this point a statement must be made in the spirit of
openness that we like to share in this committee. It is this: state-
hood involves absolute equality of treatment with other States.
That means full participation in programs such as Medicaid. That
means no 936.

I just think that we do not want anyone to have any other illu-
sion. Equality is equality and it is a choice that is yours to make.
The implication should be clear.

If there is any member of the committee who thinks otherwise,
I would like to hear that. Equality means equality.

Senator Hatch?

Senator HATCH. Thank you, Mr. Chairman.

Governor Rossell, your testimony indicates that Section 936
companies are responsible for almost 70 percent of all the manufac-
turing jobs in Puerto Rico. How important is manufacturing com-
pared to other business sectors, say, tourism, for example?

Governor ROSSELLG. Manufacturing accounts for approximately
40 percent, 39 percent, of the gross product in Puerto Rico. Tourism
by comparison only affords 5.5 percent of that gross domestic prod-
uct to Puerto Rico.

So the major sector in terms of production, there is no question
that it is manufacturing. When you look at jobs in the different sec-
tors, manufacturing accounts for about 16 or 17 percent of the jobs.
And there the predominant sector is a service sector which is the
growing, the fastest growing, and probably the dominant sector, in
terms of job production.

But what these data imply is that manufacturing is creating
higher paying jobs within the sector of the economy of Puerto Rico.

Senator HATCH. Well, you and others have told us that if the
Clinton proposal were enacted manufacturing operations, employ-
ment and investment on the Island would decrease significantly.

Governor ROSSELLO. Yes.

Senator HATCH. What would be the impact on the Island’s econ-
omy if that were to happen in terms of lost jobs, unemployment,
poverty rates and so forth?

Governor ROSSELLO. Well, I think the effects would be very clear
and very simple in a sense. Job loss, and as somebody suggested
here, an added need for social program support in Puerto Rico.

There is an interesting fact that as economic conditions get worse
in Puerto Rico there is a start-up of net migration outside Puerto
Rico to the States. That would imply a major load also in some of
the States where that migration would occur. It would also have
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an affect on the 936 funds that are now being invested in the Car-
ibbean section, through the Caribbean Basin Initiative.

I think we have to look not only at the intended consequences,
but some of the unintended consequences. We would see, if Puerto
Rico has a loss of jobs and a weakened economy, social turmoil
such as higher incidents of crime, which is a major concern, and
I must say the prime concern of our people at this point.

There are many studies that suggest and even prove that for
every percentage increase of unemployment ycu get a proportionate
increase in crime, in mental health.

Senator HATCH. It would be devastating to you is what you are
saying. .

Governor ROSSELLO. It would be devastating in my opinion, yes.

Senator HATCH. Now, we have heard a great deal over the past
few years about how certain industries, su~! us the pharmaceutical
industry or the chemical industries, are tuxing advantage of the
Section 936 credit and the critics claim, that these industries are
Eroviding commensurately few benefits in the way of jobs to Puerto

icans or to the Puerto Rican economy.

How ingmrtant to your economy are these industries—the phar-
maceutical industry, the chemical industry?

Governor ROSSELLO. Well, the pharmaceutical industry is very
important to our economy because it provides the high technology,
high-capital investment sector of manufacturing. It is very impor-
tant to Puerto Rico because we do aspire to having not only more
jobs but better paying jobs.

So in that sense it is a very important sector. I do say that some
very valid criticism has been leveled at some corporations and some
sectors of the pharmaceutical industry. We have to address that. I
think that is fair. And in a sense what we are presenting here es-
sentially takes the major contribution from that part of the spec-
trum where that criticism has been leveled at.

Senator HATCH. Thank you, Mr. Chairman. My time is up.

The CHAIRMAN. Well, there we are. Thank you, Senator Hatch,
for very thoughtful questions.

Thank you, Governor. Thank you, colleagues from the House. We
very much appreciate the thoughtful, factual presentations you
have made. We will have to address this matter, and we will con-
tinue to be in close consultation with you as we do so.

Again, good morning, sir.

Governor ROSSELLO. Thank you very much.

The CHAIRMAN. While we are awaiting our next witness, Hon.
Samuel Sessions, could I mention to the committee that we had
hoped to have a quorum here at one point this morning that we
could report out four administration officials who need to be in
place. We held the hearing yesterday.

If those of my colleagues who can stay will do so, and if you see
anyone in the corridor, would you tell them to come in.

ay I say to Mr. Sessions, if you would like to have Mr. Samuels
sit with you at the table, that would be entirely agreeable to us.

The gavel now descends. Well, now there are new persons enter-
ing the room and they are welcome, too.

ery well. We now go to the fourth witness today, Hon. Samuel
Sessions, who is a Deputy Assistant Secretary of the Treasury, and
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~——- —- he.is informally accompanied by hie colleague-to-be, Assistant Sec-
retary Designate Samuels. We welcome you both, sir. Gentlemen. ™~

Would you proceed, please?

STATEMENT OF HON. SAMUEL Y. SESSIONS, DEPUTY ASSIST-
ANT SECRETARY OF TREASURY FOR TAX POLICY, WASHING-
TON, DC, ACCOMPANIED BY LESLIE SAMUELS, CONSULTANT

Mr. SEsSIONS. Thank you, Mr. Chairman. For me, in particular,
it is an honor to appear before this committee on behalf of the ad-
ministration concerning a variety of provisions in the President’s
budget plan. The provisions are the proposals relating to the pos-
sessions tax credit, earning stripping and the provisions relating to
international business.

I will cover them in the order in which they are covered in my
written testimony. I would like to ask that my written testimony
be included in the record.

The CHAIRMAN. It will be included as if read.

[The prepared statement of Mr. Sessions appears on page 455.]

Mr. SESSIONS. It is rather lengthy. ‘What I will attempt to do is
summarize the main points. Just to give you an overview, the pro-
posals that are discussed in the testimony are a royalties provision
and a provision relating to the allocation of research and experi-
mental expenses, a provision related to the treatment of working
capital under the foreign tax credit, a provision relating to current
taxation of certain accumulated passive assets held by companies
abroad, a transfer pricing rule, a rule relating to contingent inter-
est, a rule relating to conduit arrangements, then rules relating to
posseseions tax credit and earnings stripping.

My plan is to skip over a couple of these proposals and leave that
to the written testimony.

The CHAIRMAN. Why don’t you leave out earnings stripping, all
right? {Laughter.)

Mr. SESSIONS. I would be delighted. Let me start then with the
royalties provision. As I said, it consists of two components. To give
you a little bit of background, as the testimony says, under current
law U.S. taxpayers are taxed on their worldwide income and are
allowed a credit for foreign taxes paid on that income.

The credit is subject to a limitation that is designed to ensure
that foreign taxes are not allowed to offset the U.S. tax that would
be applied to U.S. income. The way the foreign tax credit limitation
is computed is essentially to take the effective rate for the tax-
payer’s income and multiply that times the taxpayer’s foreign
source income. That sets the foreign tax credit limitation, which is
the maximum amount of foreign taxes that taxpayers can credit
against their foreign source income.

For example, if the U.S. tax effective rate is 36 percent, let’s say,
if the President’s proposal relating to the corporate tax rate is en-
acted, and if a taxpayer has $100 of foreliﬁ'n source income, the
maximum amount of foreign taxes that could be credited against
that $100 would be $36.

If the taxpayer actually has paid $50, let’s say, on that income,
the additional $14 cannot be credited currently. It can be carried
forward and carried back.
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—-—— — -On the other hand, if the taxpayer has paid only $20, for exam-

gle, of tax on that income, the difference between the $36 and the
20 will be payable to the United States as U.S. tax, in other
words, $16 of U.S. tax.

In the case of the first example that I gave where there is $50
in tax and only $36 is creditable, this is called an excess credit po-
sition. The taxpayer has excess credits. And it is in the interest of
taxpayers to use those excess tax credits, if possible, to offset U.S.
tax on other foreign source income.

So there is an incentive for taxpayers to generate low-tax foreign
source income that those credits can be applied against, which
eliminates the U.S. tax on that income.

I am planning to present an example, a numerical example, at
the end of this discussion of royalties—you can go ahead and put
it up now—to go through this. I will try to go through the prin-
ciples first and then use the example to illustrate them. We are
going to hand out a copy of this also so that members will be able
to view it more easily.

In any event, as I said, there is an interest in having lower taxed
foreign source income against which the excess credits can be ap-
plied. The foreign tax credit limitation already contains a mecha-
nism that is designed to prevent that in certain cases, particularly
passive income.

And there are a couple of instances of active income that are
typically low-taxed that have the foreign tax credit limitation ap-
plied separately to them, so that you cannot take the excess credits
from one type of income against U.S. tax on those other types of
income. That is what these separate foreign tax credit categories,
gr separate baskets as they are sometimes called, are designed to

o.

One type of income that is typically low-taxed and, therefore, is
a candidate for use in this way by taxpayers to absorb excess tax
credits is royelties income. Some royalties income is already in-
cluded in the passive basket under current law and, therefore, is
subject to this separate limitation.

Two categories are not. They are referred to at the top of page
2 of my written testimony. One is royalties derived in the active
conduct of a business and received from an unrelated person. The
other is royalties received from a related person, which are treated
effectively on a look-through basis. Under the look-through rules,
you do not look at the character of the royalties income itself. In-
stead you look at the character of the income of the foreign subsidi-
ary, let’s say, of a U.S. company and you assign that income and
the subsidiary to the various baskets based on the character of its
income.

That is a little bit of background on royalties. As I said, I will
do an example once I describe the proposal.

Looking, I hope, briefly at the other side of this proposal, another
aspect of the foreign tax credit is allocation of expenses. Taxpayers
typically want to allocate expenses to U.S. source income and away
from foreign source income.

The reason for that is that it increases the foreign tax credit lim-
itation when you do so. And the allocation of research and experi-
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““mentation expenses have been the -subject of considerable interest

over the past decade and a half, roughly, for this reason.

. In 1977 the Treasury proposed regulations that dealt with this
issue. They have been suspended by legislation on numerous occa-
sions. Most recently they were dealt with again, this time by Treas-
ury notice, in June of 1992. Under this notice, for an 18-month pe-
riod, a rule that previously applied by statute which allows 64 per-
cent of R&D performed in the Unit,edy States to be allocated to U.S.
income was provided.

Basically, on page 3 of my written testimony—

The CHAIRMAN. And it is 20 minutes of 12:00. [Laughter.]

Mr. SEssIONS. Shall I go to my example and kind of explain it?

The CHAIRMAN. Why don't you? We have omitted earnings strip-
ping as somewhat too sensational. But let’s see if we cannot go to
your example.

Mr. SEssIONS. All right, I'll use this example.

The CHAIRMAN. Perhaps someone will point it out for you.

Mr. SEssSIONS. Right. The example explains the proposal. The
first column is designed to illustrate the situation of a taxpayer be-
fore a decision for plant location and relating to a new product.
Thl:is is just a simplified example. There are many variations on
this.

Take a U.S. company that has $100 of income in a foreign juris-
diction. It has a 50 percent tax rate. It has paid $50 of foreign tax.
As T said, the amount that it could credit against that tax, the
amount of tax it can credit against U.S. tax, is limited to $36. That
is the fifth line down, I guess.

The $50 of foreign tax completely offsets the $36 of tax that
would have applied, meaning that the taxpayer pays no U.S. tax
on that income. That is the zero there. Its total tax on its income
is $50 and it has $14 of excess credit. That is sort of the example
I started out with.

Now if this taxpayer were to develop an intangible, for example,
that it could either exploit in the United States or abroad, the next
two columns illustrate what would happen under current law if it
were to do that.

If it were to locate in the United States, which is the second col-
umn, it would have $100 of U.S. income. Effectively very little
changes in its foreign tax credit situation. All of the foreign tax

. credit information basically stays the same. But since it has earned

$100 in the United States, it pays $36 of tax on that income. But
the total tax is the $50 of foreign income and the $36 in the United
States for a total of $86. That is the tax liability it would have if
it were to choose to locate in the United States.

Under current law, if it were to choose to operate abroad and
earn an additional $100 of income abroad, we are assuming—I
think this example has been passed out—that a certain amount is
gaid back in the form of dividends, 50 percent of the income is paid

ack in the form of dividends, 50 percent is paid back in the form
of royalties. The $50 of royalties income will be deductible in the
foreign jurisdiction.

So it has $150 of income taxable in the foreign jurisdiction. That
is why you get $75 of foreign tax. That is the third line down.
Again, its tax credit limitation, the maximum amount it can credit,

70-749 0 - 93 - 2
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is $72—36 percent of $200. So the $75 of foreign tax, again, com-
pletely offsets its U.S. tax. It pays no U.S. tax. It pays $75 of for-
eign tax and it has $3 of additional excess credits.

The result is, by operating abroad it has lowered its tax liability
from $86 to $75, a very significant benefit—$11 worth of tax bene-
fit on $200 of income. What our proposal would do is illustrated in
the last column. What it does is say that we are going to put the
royalties income, which is the $50 that was paid back from over-
seas, 50 percent of the $100 of additional income, aud place it in
a separate category, so that you have now a maximum of $54 of
taxes that can be credited against the $150 of dividend income,
non-royalties income, that is 36 percent of $150.

There should actually be next to that an $18 figure. It should say
$54 plus $18 because we are allowing a maximum of $18 cred-
itable—a maximum I say—against the %50 of royalties income. But
since it har paid no tax on the royalties income, it has been exempt
from foreign tax, there is no tax credit available against that in-
come. Therefore, it pays $18 of U.S. tax, which you see on the next
line down.

Having paid $75 of foreign tax and $18 of U.S. tax, its total tax
liability is $93. As a result, it has not gained a tax advantage from
operating overseas. That is basically what our proposal does. It
says that if you place the royalties separately, take it out and apply
the tax credit limitation separately to it, if the foreign tax actually
paid on that income is lower than the U.S. tax rate, we collect the
difference.

In this case, the foreign tax is zero, so you collect $18 of tax on
that income. The other part of this proposal is to allocate 100 per-
cent of R&E expenses for R&E performed in the United States
against U.S. source income. That is a very favorable allocation rule
for U.S. taxpayers.

That is the description of the royalties proposal.

The CHAIRMAN. Mr. Sessions?

Mr. SESSIONS. Yes.

The CHAIRMAN. Because we are going to have many opportuni-
ties to talk to you about some of the more detailed tax measures,
why don’t you address section 936? The Senators are here waiting
to hear from you and we want to question you.

Mr. SEsSIONS. This is on page 13. As has been discussed with the
committee, and I am sure the committee is familiar with section
936, section 936 essentially provides a tax credit which eliminates
the tax on income that is earned in Puerto Rico, or one might say
is treated as earned in Puerto Rico under various income allocation
rules, by a corporation, a Section 936 corporation, that has a sig-
Iéif}icant business presence in Puerto Rico as defined under the Tax

ode.

Now you have to have a certain level of business activity in Puer-
to Rico to qualify for 936. In addition, as was discussed earlier,
there is a benefit available for reinvestment, of passive income
earned on reinvestment of 936 earnings in Puerto Rico. Those are
the two 936 benefits. o

The CHAIRMAN. Could I just for the record note that the Virgin
Islands are also—
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Mr. SEssiONS. Right. It is for all possessions. The bulk of the op-
eration and the use of the Section 936 credit is from Puerto Rico
or is allocated to Puerto Rico.

Section 936 was enacted to promote jobs and investment in Puer-
to Rico and other possessions. It has certainly achieved some sig-
nificant successes in this regard. However, it has been criticized by
a number of commentators over the years as being a very ineffi-
cient means of promoting employment and growth in Puerto Rico
and stifiestions have been made on numerous occasions about how
it could be changed to be made more efficient.

In particular, this is at the top of page 14, some companies re-
ceived benefits under Section 936 that are quite disproportionate to
the employment and other activity that is created in Puerto Rico.

For example, Treasury data indicate that while the average
pharmaceutical worker in Puerto Rico earned $30,400 in total com-
pensation in 1989, the tax expenditure for each job is $66,081 or
217 percent of wages. We could have effectively taken that $6€,000
and employed more than two employees for the cost of the taxes
lost in this case.

In addition, companies accounting for only 12.6 percent of Sec-
tion 936 employment received 63.5 percent of 936 benefits. That
shows that disproportion. The reason for this disparity is that the
Section 936 credit is tied to income that a company earns in posses-
sion, or that is treated as earned in a possession under income allo-
cation rules, rather than the number of jobs and the amount of tan-
ﬁi})le investment that is attributable to the operations in Puerto

ico.

The administration’s propesal would link the 936 benefit more
directly to these two factors—to jobs and to investment in Puerto
Rico. In general, the current rules would be retained. However,
there would be two limitations applied to the credit that could oth-
erwise be claimed under 936.

First, the credit for active business operations would be limited
to 60 percent of wages paid. In addition, wages would continue to
be fully deductible. This means that you get a 60-percent credit
and a benefit equal to your tax rate times the amount of wages.
If you assume a 34-percent effective tax rate, you are giving a total
of a 94-percent credit for wages paid in Puerto Rico. This would
apply to wages up to the Social Security wage base limit or under
current law %57,600 of wages.

Second, the exemption for income from investments, from passive
investments, would be limited to income from assets with a value
equal to 80 percent of the firm’s annual average tangible business
investment within the possession.

In other words, if you have $100 of business investment within
the possession you would be able to have a tax exemption on in-
come from $80 of passive assets. This would give an incentive, if
taxpa(liyers wanted to expand the exemption for passive assets, they
would have to expand their investment in tangible assets. This
should, we believe, provide an incentive for taxpayers to increase
their investment in Puerto Rico.

ain, we are linking the credit to jobs and to investment. As a
result, we do not believe that this proposal will cause significant
disruption in the Puerto Rico economy. Given the figures that I
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mentioned before that only 12 percent of the employment is attrib-
utable to companies that receive 63.5 percent of the benefits indi-
cates that one can——

The CHAIRMAN. Twelve percent of the 18 percent? Your 12 per-
cent of the 936 employment?

Mr. SESSIONS. Tgat is correct.

The CHAIRMAN. This a percent of a percentage?

Mr. SEsSIONS. Right, 12 percent of the 936 employment is attrib-
utable to companies that derive 63.5 percent of the 936 benefits.
This certainly suggests that a significant amount of curtailment of
the Section 936 benefit can be achieved without significantly reduc-
in%‘ employment in Puerto Rico.

hat is essentially what I had planned to say on the possessions
tax credit. I would be happy to answer questions on anything in
the testimony or go back and cover anything I have not covered.
tE}ut I assume those are the main subjects of interest to the commit-

e.

The CHAIRMAN. We thank you, Mr. Sessions. Just one quick
auestion from me. Would you agree with the characterization of

overnor Rossellé that the per capita tax increase in Puerto Rico
would be roughly twice that for the mainland, the $1,000 plus
against the $2,000?

Mr. SEssIONS. I think it is a matter of how you look at it. The
Section 936 benefit goes to the U.S. corporations. It does not di-
rectly go to Puerto Ricans as such. And, therefore, I think it is
somewhat misleading to say that per capita Puerto Ricans would
bear a much larger burden than citizens on the mainland.

In fact, since Puerto Ricans are exempt from U.S. tax on their
Puerto Rican income, they bear no burden under the President’s
plan directly.

Since we are giving what amounts to effectively almost a 100
percent credit for wages, we do not think it is going to decrease em-
ployment s‘.]ifniﬁcantly in Puerto Rico. Therefore, I guess, on bal-
ance, I would have to say that I do disagree with that statement
because I do not think it is an accurate representation of the reve-
nue raised from the propesal.

The CHAIRMAN. Th you.

Senator Packwood?

Senator PACKWOOD. Mr. Secretary, there are quite a number of
corporations in Oregon with international operations that are inter-
ested in deferral. You partially repealed the deferral of foreign in-
come when 25 percent or more of a company’s assets are passive
aﬁse‘t’;s. How did you get to the 25 percent? What is the basis for
that?

Mr. SEssions. Well, we looked at data. We think, first of all, that
the 25-percent figure is a fairly generous figure. We looked at data
for both passive assets for corporations in the United States and
passive assets for subsidiaries of U.S. corporations abroad.

Senator PACKWCOD. You say you looked at data.

Mr. SEsSIONS. Right.

Senator PACKW0OOD. Have you done studies? Whose data is this?
What data?

Mr. SESSIONS. This is data that we have generated ourselves.

Senator PACKwoOD. Okay. Can I have access to that?

HREER
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Mr. SEsSIONS. Yes, we can provide that to you.

Senator PACKwWOOD. Thank you.

Mr. SEsSIONS. The information relating to passive asset percent-
ages in the United States is, we think, somewhat less reliable than
the information we have about foreign corporations because we
have to look largely at book figures for the United States. We have
better data because of existing anti-deferral rules about asset per-
centages for corporations operating abroad.

What we found is the following. We think it is quite interesting.
If you look at passive assets held by subsidiaries of U.S. corpora-
tions operating in non-tax haven countries—in other words, coun-
tries that have a tax rate similar to the United States, and one
would think would therefore be comparable on a tax planning basis
to the United States—the percentage for all industries of passive
assets as a percentage of total assets is 7 percent, well below the
25-percent figure in our proposal,

or companies locatecfJ in tax havens, the percentage is 30 per-
cent. We have heard the argument that the assets are there for
good business reasons.

If you look at these figures, you have to conclude that one has
better business reasons to accumulate assets in a low tax jurisdic-
tion than one does to accumulate assets in a high tax jurisdiction.
That does not seem to us to be very plausible.

We think that the reason that the assets are accumulating in the
low tax jurisdictions is essentially tax planning and we do not
think there is any particular reason, given this disparity between
tax haven and non-tax haven countries, to allow the deferral to
continue when a company has accumulated assets to that extent.

Senator PACKWOOD. Let me ask you though, your test is an aver-
age therefore. You are looking at 7 percent and you say, my gosh,
if 7 percent is the average, certainly anybody who is above 25 per-
cent ip so facto must be doing it for tax reasons alone.

Mr. SESSIONS. Well, as I said, when you have an 18 percentage
point differential, that gives a lot of cushion in favor of the tax-
payer. Most of the industries are well below the 25 percent. Very
few of them even come close to the 25 percent. Obviously, in some
cases there may be a case where there is 25 percent for good busi-
ness reasons.

But when you are starting with an average that is so far below
25 percent, we thought an objective test——

enator PACKWOOD. Well, that is all I am asking, is there may
be companies above 25 1percems legitimately. But you are averaging
and you are saying, well, in that case, that is tough luck for those
companies,

Mr. SESSIONS. Well, we are giving them 300 percent of the aver-
12351(3. That seems to us fair in view of the need to have an objective

e.

Senator PACKWOOD. Second, if you flunk this 25-percent test, if
you are over it, then you go back to 1962. That is the most far-
reaching retroactivity I think I have ever seen. I do not know if
businesses keep records for 30 years. But how do you justify a 30-
year retroactivity?

Mr. SESSIONS. Well, one could look at it the other way. Well, let
me start with this. First of all, we have rules that as you well know
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allow the deferral of income. If income is accumulated for a very
long time, effectively what was there for deferral has turned into
an exemption.

Second, the reason for deferral is, or at least the reason that is
usually given, is that there are good business reasons for a com-
pany to located in a foreign jurisdiction. There is not any par-
ticular reason for passive assets to be accumulating in a foreign ju-
risdiction. Passive assets do not have any particular nexus to any
Jjurisdiction.

Therefore, we think at some point when the accumulation is so
large that it is appropriate to impose a tax on that accumulation.

Senator PACKWOOD. But is the tax on simply the accumulation
of the passive assets or is it on all deferred income for 30 years if
you fail the~—

Mr. SESSIONS. It is on income that °:: accumulated to the extent
that you have passive assets that exceed the 25-percent threshold.

Senator PACKWOOD. And the tax is only on the assets, only on
that excess, not on all deferred income?

Mr. SESSIONS. That is right.

Senator PACKWOOD. I have other questions. I will wait.

The CHAIRMAN. Sure.

Senator Pryor?

Senator PRYOR. Thank you, Mr. Chairman.

Mr. Sessions, the new proposal, the administration proposal, on
936 changes. Am I not correct, aren’t they still linked to profits lim-
ited by wages paid in Puerto Rico; is that correct?

Mr. SESSIONS. That is correct, limited by wages. That is right.

Senator PRYOR. Well, I am wondering why a better proposal is
not one that is linked to purely investment and spending directly
in Puerto Rico, into the Puerto Rico economy. Would that not work
more efficiently?

Mr. SESSIONS. There are others on the committee who would pre-
fer, I think, a more gencrous proposal, a 936 proposal that would
have cut back on the 936 benefit to a lesser extent than the admin-
istration’s proposal.

In offering the proposal the administration came forward with,
there was a recognition that the Puerto Rican economy has been
developed to a significant extent in reliance on Section 936.

As it is currently structured, what we are trying to do is develop
a measure that sort of strikes a balance between the concern that
the Chairman expressed earlier—disruption of the economy, and
we think we have done that; we think we have come up with some-
thing that does not disrupt the Puerto Rican economy—and at the
same time an incentive that is considerably more oriented, a great
dRe;al more oriented toward jobs and direct investment in Puerto

ico.

So it is a balancing and that is what we have attempted to do.

Senator PRYOR. The wage credit that I have proposed basically—
and I know that you have taken into consideration in this proposal,
and I appreciate it—it seems like the wage credit to me is really
what we are trying to get at, and trying to deal with, and trying
to encourage. .

What has happened with the present 936 and it is certainly no
secret is that of the 100,000 jobs that are what we call 936 jobs
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in Puerto Rico, 18,000 of these are pharmaceutical company jobs—
18 percent. But the pharmaceutical are getting over 50 percent of
the 936 benefits, putting those benefits in their pocket and not giv-
ing back to the economy of Puerto Rico.

This is what I am trying to deal with the wage credit and this
is where I think the wage credit might have the intended con-
sequences that we are moving forward on.

Mr. Sessions, one final comment. That is that we have a lot of
companies in Puerto Rico. We have talked mainly, Mr. Chairman,
about the pharmaceutical companies. The reason we talk about the
pharmaceutical companies is because they are getting the greatest
benefit. There is no question about it.

But basically they are being rewarded for their profits, rather
than for the number of citizens of Puerto Rico that the hire in their
plants. For example, we have H.J. Heinz operating there. We have
Dow Chemical. We have textile and apparel companies, and the
electronic industries, including Hewlett Packard.

None of these companies come out nearly with the same benefits
that the pharmaceutical companies do. I think that just for the
record T wanted to spread that across the record so that we would
have it for future consideration and debate.

Mr. Chairman, I thank you and I yield back the balance.

The CHAIRMAN. Thank you. I believe that Mr. Sessions’ data was
very compatible with yours. Perhaps you would let us know wheth-
er that small percentage getting such a large part of the benefit
were, in fact, pharmaceutical.

Mr. SESSIONS. I do not know for sure.

The CHAIRMAN. When you find out.

Mr. SEssIONS. Right.

The CHAIRMAN. When you find out.

Senator Baucus?

Senator BAucCUS. Thank you, Mr. Chairman.

Mr. Sessions, witl: respect to the royalties provision, does the ad-
ministration have evidence or documented instances where U.S.
compenies, similar to your example, pick up, and go 2verseas to
take advantage of the royalties provision, present royalties provi-
sions, to lower their—is it worldwide or United States; I have for-
gotten which—taxes? Do you have examples of that actually hap-
pening?

Mr. SESSIONS. Well, the Treasury is not sort of general trier of
fact about the motivations of taxpayers. We can look at the tax in-
centives that are available. For example, the ones 1 have provided
in the example I gave.

There is no reason for the Treasury to gather data directly about
what motivates taxpayers’ decisions. I will mention one fact. After
the 1986 Act, which tightened up the foreign tax credit limitation
in a number of respects, and lowered the U.S. corporate tax rate.
When you lower the corporate tax rate, it increases excess credits.

For example, if we had had a 48-percent rate the excess credits
in my first example would be $2, not nearly as significant as $14.
So both of these things, the changes of the foreign tax credit rules,
and the change to the corporate rate, provide an incentive rate for
taxpayers to generate low-taxed income abroad.
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We think it is interesting that from 1982 to 1985 royalties paid
from abroad increased by 17 percent. From 1986 to 1991 they in-
creased by 300 percent. That disparity suggests to us that at least
part of that is attributable to an effort on the part of U.S. compa-
nies to locate abroad, at least to generate royalties income abroad,
that allows them to engage in this averaging of foreign tax credits.

Again, there is no reason for the Treasury--I do not think tax-
payers would be very comfortable if we went around asking them
why they do things.

Senator BAucus. Yes. I appreciate that. Obviously, we have com-
peting goals here. One is to reduce the budget deficit. Another is
to enhance American worldwide competitiveness, to make sure
American companies are as competitive as possible. Both to in-
crease our living standards as American citizens and also to com-
pete effectively against companies overseas.

So supporting, therefore, as best we can the degree to which the
300-percent incresse in royalties is attributable to changes in tax
law or attributable to U.S. companies’ desires to avoid taxes and,
therefore, set up overseas operations or the degree to which that
has arisen because American companies are becoming more com-
petitive and are selling more products overseas through licensing
arrangements because that is the way software is sold and
packaged.

I think it is important to know, where that line is drawn and
what, in fact, are the actual reasons for that increase. Do you have
any sense?

Mr. SEssSIONS. Well, it is a very large increase. I think it is about
a 1,800 percent increase, 1,700 percent increase. It is somewhat
difficult to see. I do not think many people would argue that there
we3 a 17-fold increase in the competitiveness of U.S. companies op-
erating abroad from the last half of the 1980’s by comparison with
the first half of the 1980’s.

Senator BAucuUs. Or turn it around. I wonder if you have any
sense of the degree to which, as some companies I think claim, that
as a consequence of this provision, if it, in fact, is enacted that the
companies will not repatriate income but rather keep operations
overseas.

Mr. SEssIONS. We do not think there is any reason this would
lead companies not to repatriate income. We have rules that ensure
that if they do license abroad that they will pay back a fair royalty
on the intangible that is licensed. So they in some respects cannot
choose not to repatriate a royalty. )

The other source of income, the form in which they could repatri-
ate, would be dividends. And as the example shows, if you've al-
ready paid a high rate of foreign tax on the dividends—$50 let’s
say as opposed to $36——

Senator BAucus. Right.

Mr. SESSIONS.—you pay no U.S. tax on the repatriation. So there
is no disincentive to repatriating the dividend. So in some there is
no disincentive to repatriate the dividend and there is not much of
an option in repatriating the royalty. So we do not think it will
lead companies not to repatriate.

Senator BAUCUS. I agree we can reduce the deficit and change
the Tax Code, where appropriate, to prevent inappropriate gaming
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of the system and so forth. But, these are questions that arise basi-
cally because some companies believe that this is going to ad-
versely affect their competitiveness.

. {t is up to us to try to determine the degree to which that factor
is true.

Mr. SEssIONS. We understand that.

Senator BAUCUS. And the degree to which they are just trying to
continue within the system.

Thank you.

The CHAIRMAN. Thank you, Senator Baucus.

Senator Grassley?

Senator GRASSLEY. Relg)arding transfer pricing. You remember
during the campaign the President really made quite a big deal out
of going after these fore’gn companies to get them to pay their fair
share of taxes. He was suggesting that we were going to bring in
$45 billion and as far as politics are concerned, it really worked.

He was not only going to go after the foreign tax cheats, but he
was going to raise a large, enormous sum of money and it was
going to solve, in a sense, our financial problems.

Well, as with a whole host of issues after the campaign was over,
reality, as well as truth set in. So instead of $45 billior it looks like
we are foing to get less than a $4 billion proposal.

Now I think most of us felt that the $45 billion figure really was
not very realistic. How is it, if you could explain to me, that we
ended up going only after 10 percent of what we originally started
out to get on this? Because we were all looking forward to this
helping us solve a lot of budget balancing issues.

Mr. SEssIONS. Well, we are not going after only 10 percent. The
legislative proposal that we have offered is scored as raising, I
think it is around $4 billion. And, therefore, that proposal itself is
around 10 percent.

Senator GRASSLEY. That is the part I am talking about.

Mr. SEsSIONS. Right. But that is the legislative proposal and the
legislative proposal can—underscoring rules, gou can only score
changes in the law as opposed to enforcement of existing law.

The President, 1 think, was referring in part to better enforce-
ment of existing rules. We are, as part of a broader initiative in
this area, going to step up enforcement of the existing rules under
current law, quite significantly.

In my testimony on page 10, this initiative is described fairly
briefly, almost at the bottom of the page. We are adding 235 full-
time employees in this area alone for the 1994 fiscal year at a cost
of $30.6 million. So we are going to devote 235 new employees in
fiscal year 1994 alone. So we are going to greatly step.up our en-
forcement of existing rules.

We are also going to work very closely with our international
trading partners to get their cooperation with this problem. Again,
that is an existing law matter. It is not going to be scored.

What we have tried to do is work within the framework of the
existing arm’s length method. We believe that our approach will
work, including both enforcement and the legislative initiative. If
it does not work, we will ﬁursue other options.

Senator GRASSLEY. Well, maybe something has changed. But we
have scored. For instance, we have appropriated money for more
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IRS agents under the idea of bringing in more money and we
scored that. So why can’t you score this? And even if you cannot
score it, how much do you expect to bring in from this extra en-
forcement?

Mr. SESSIONS. I do not have an estimate of about how much we
are going to bring in. And as to why it is not scored, I will have
to get back to you on that.

he CHAIRMAN. Well, why don’t we try to find out the answer to
the Senator’s question.

Senator GRASSLEY. Yes. Well, you know, we have scored for hir-
ing more IRS agents.

The CHAIRMAN. May we have an answer in writing when you
have a chance?

Mr. SESSIONS. Yes.

Senator GRASSLEY. And maybe part of this is from what the
budget resolution is or the budget law is, too, Mr. Chairman.

Now on this royalty proposa%, there was a leading Democrat on
the House Ways and Means Committee that was quoted as saying,
“I do not think the current language, or anything close to it, will
pass.” Then we have had other newspaper reports that indicated
that there was some misapprehension about the President’s initia-
tives going to pass. They use the term that they were jeopardized.

How committed is the administration to the royalty proposal in
light of this visible Democrat opposition?

Mr. SESSIONS. Well, the administraticn is committed to the pack-
age that it has proposed. I think the Secretary indicated that there
was no intent on the part of the administration to make any fur-
ther changes in our proposal.

Obviously, the Congress will have its say about these proposals.
And as far as what happens on that side, that is I think for this
committee and the Ways and Means Committee. But there is no in-
t:ent:ll to back off of the proposal and we stick with our original pro-
posal.

The CHAIRMAN. Thank you, Senator Grassley.

Senator Conrad, you were here much earlier and have now re-
turned. We welcome you back.

Senator CONRAD. Thank you, Mr. Chairman.

Perhaps I could put up a chart. Mr. Chairman, and members of
the Committee, Mr. Sessions, this chart shows, I think, an interest-
ing comparison. It shows that U.S. subsidiaries of foreign corpora-
tions are paying less taxes than foreign subsidiaries of U.S. cor-
porations. Not just less taxes, but dramatically less taxes.

On the left you see the amount that foreign subsidiaries of U.S.
corporations are paying. They are paying to our foreign competitors
almost $24 billion a year on $823 billion in receipts.

But U.S. subsidiaries of foreign corporations are paying us only
§5uf billion in taxes on sbout the same level of receipts, some $826

illion.

Now I know one can make the ar ent that different profit lev-
cls perhaps differ in different markets, but I think the sheer dif-
ference here sends us & signal that something is wrong. I believe
what is wrong, Mr. Chairman, members of the committee, is that
we lﬁave a tax system on these types of transactions that does not
work.
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As a former Tax Commissioner and as former Chairman of the
Multi-State Tax Commission, I have spent a good deal of time on
these issues. And just to put in perspective for members of the
committee what is involved here, we are trying to recreate arm’s
length transactions between companies that are commonly held.

We are trying to go back and make believe that these companies
are not jointly owned and jointly controlled, but that they are sepa-
rately owned and separately controlled. We are trying to invent
what would happen if these transactions really occurred between
arm’s length parties.

And, Mr. Chairman, and members of the committee, there is no
way to do that. I have spent literally hundreds of hours looking at
the tax returns of multi-national corporations. Anybody that thinks
you can separate out, through a series of accounting adjustments,
what would have occurred if these would have been arm’s length
transactions is just not attached to reality.

Let me try to make the point this way. The IRS has recently an-
nounced an initiative called the Advanced Pricing Agreement so
that we could reach agreement on these questions before returns
are filed. They acknowledge, in a report published in April of 1992,
that they expect the average advanced pricing agreement to
consume 1,200 to 1,600 staff hours—1,200 to 1,600 staff hours.

They have only got 600 to 700 staff to handle all international
issues. There are 40,000 subsidiaries of foreign-owned multi-nation-
als doing business in this country. There are approximately 2,000
major U.S.-based multi-nationals.

My question to Mr. Sessions is, how can we seriously suggest
there is any way that we can police these transactions using Sec-
tion 482 with the amount of staff you have, the number of trans-
actions there are, when you acknowledge it takes 1,200 to 1,600
hours to do one analysis, an advanced pricing agreement, when you
are dealing with a cooperative company? How is it possible that we
are going to do anything serious in this area?

Senator HATCH. Regarding the Senator yield for just a short
question on your chart?

Senator CONRAD. Yes.

Senator HATCH. Regarding the $23.9 billion, does that lump all
the countries together where foreign taxes are paid?

Senator CONRAD. Right.

Senator HATCH. Versus just the United States.

Senator CONRAD. These are foreign subsidiaries—

Senator HATCH. That is all the——

Senator Conrad—of U.S. corporations that are paying taxes
around the world on $823 billion in receipts. In other words, the
receipts are about the same. We are paying almost $24 billion.
They are paying less than $6 billion.

Mr. SESSIONS. In response to your question, your question, I
think, is how we think maintaining the current system has any
prospects for success. We do believe that our proposal, which re-
guires for taxpayers who wish to avoid penalties, that they provide
ocumentation in advance of their transfer pricing method, will be
a very significant change and will both increase compliance by the
companies and make audits of those companies a great deal easier.
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We also believe that the advanced pricing agreement approach is
very promising. I am not, I must say, familiar with the 1,200 to
1,600 hour figure that you give. I believe though that even if that
were true for advance pricing agreements at the outset, it is a new
technique. We think that over time as agents become more accus-
tomed to this approach, and as precedents are set within indus-
tries, that the time consumed for developing these agreements
would decrease dramatically.

I might also comment that even if it were 1,600 hours, though
as I said I am not familiar with the figure, our addition of 235 new
employees would allow us to do a great number of advanced pricing
agreements. We think if we can accomplish, enter into agreements
with the largest corporations, the top 200 or 300, that we will get
at the great %ulk of the problem.

So we do think that this is a promising approach. We have indi-
cated on a number of occasions, however, that we are committed
to this. We agree with you that it is a serious problem. And if this
is not successful, we will look at other alternatives.

Senator CONRAD. If I could just make a concluding comment,

The CHAIRMAN. Please.

Senator CONRAD. When I was in Louisiana, Mr. Chairman, for
Mardi Gras, I heard a comment that if you cannot run with the big
dogs, stay on the porch. [Laughter.]

You know, that means something down there. I am not uite
sure what it means. [Laughter.]

I think it applies here. I think we are in very serious trouble on
this issue and I do not think what is proposed here is going to solve
the problem. Frankly, I think we might as well stay on the porch.

The CHAIRMAN. I think the Chair has to rule that we cannot
really resolve this until Senator Breaux returns. [Laughter.]

Senator PRYOR. I bet that was advice from Senator Breaux to
you.

The CHAIRMAN. Senator Hatch.

Senator HATCH. Well, thank you, Mr. Chairman. Just a few ques-
tions of Mr. Sessions.

Has the Treasury performed any analysis that would show the
affect of this royalty provision proposal on the competitiveness of
U.S. companies to take business abroad?

Mr. SEssSIONS. I am not sure that we have done any specific nu-
merical analysis. As I said, part of the rationale behind the pro-
posal is to increase jobs in the United States. We have looked at
our tax rates by comparison with other countries, the tax burden
in the United States by comparison with other countries, the way
that other countries handle this same situation, and we think we
are pretty much on a par with the way——

Senator HATCH. Is there any other countries that do it?

Mr. SESSIONS. Other countries do similar things. There are a
great variety of approaches that countries take to this situation.
But a number of important countries have taken an approach that
is somewhat similar to this.

Senator HATCH. In my home State of Utah, for instance, is the
headquarters for a num{er of software development companies. In
fact, it is very important to our State and to the nation as a whole
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that Novell, WordPerfect, and you can go right down the line, are
international businesses.

I have been told that this royalty provision may encourage some
of these companies, whether they are in Utah or otherwise, to move
their research facilities overseas to ensure that the income derived
from that research will be considered active income to avoid the
negative consequences that would result from the enactment of this
particular provision.

Now would that not be just the opgosite of what the administra-
tion is trying to do with this proposal?

Mr. SESSIONS. We have thought about this and we do not think
that there is any reason to believe that research and development
or research and experimentation would move overseas. First ret me
just comment that we have two proposals in the package that di-
rectly encourage research and experimentation in the United
States—the permanent extension of the R&D credit and the 100
percent allocation rule that I described in my testimony.

But beyond that, even disregarding those two provisions, there
are a number of non-tax and tax reasons why a company would not
want to move its research overseas. Non-tax reasons include con-
siderations relating to intellectual property rights, the need to have
a sort of a nucleus of R&D personnel and get a cross fertilization
of ideas among those personnel, which would lead you not to want
to just scatter your R&D around the world.

And in addition, tax considerations do not suggest that there is
much of a reason to move R&D overseas either. Most R&D is con-
ducted in high-tax jurisdictions. If you move to a high-tax jurisdic-
tion, the income from the R&D will be taxed by that jurisdiction
at the local rate.

It does not make a great deal of sense from a tax planning stand-
point to move your R&D to a higher tax jurisdiction and then have
the income from that R&D taxec? at that rate.

Let me just mention one other statistic. You asked originally
about statistics on this. The percentage of R&D performed in the
United States and overseas by U.S. companies has remained quite
constant over the last 15 years, suggesting that non-tax consider-
ations governed here.

It has been the case for about 15 years that about 90 percent of
that R&D has been performed in the United States and about 10
percent overseas. This has been quite constant over the last 15
{ears. There have been a great number of changes in the U.S. tax
aws over that period as well as in the tax laws of other countries.

The fact that those percentages have remained static suggests
that taxpayers have responded to business considerations rather
than the changes in the tax law.

Senator HATCH. Well, does the administration believe that there
are valid business reasons, and not tax avoidance reasons, for a
U.S. company to locate its facilities overseas?

Mr. SESSIONS. Yes, we do believe that there are valid business
for companies. Not all, but certainly some.

Senator HATCH. And wouldn’t this proposal hurt those businesses
thai are already located overseas for what they consider to be valid
bixsin‘;ass reasons, such as the need to be nearer to the market
place?
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Mr. SussIONs. Well, it is a question of what you consider. Any
time a company pays higher tax, obviously, one could say that that
hurts that company. But looking at it from the other standpoint,
at present a company can be earning income that is not taxed. This
only affects companies who are getting low taxed income repatri-
ated, in other words, cash-in-hand from a foreign jurisdiction.

The provision only applies if the income has been subject to a
lower rate of tax or no tax in the foreign jurisdiction. If you do not
make this change, effectively what you are saying is, we think it
is appropriate for neither the foreign country nor the United States
to tax that income at all, despite the fact that the expenses which
led to the creation of the intangible were deductible in the United
States and generated lower tax initially.

So you can have a negative tax rate even in that situation and
we think it is an appropriate change.

Senator HATCH. Thank you.

The CHAIRMAN. Thank you, Senator Hatch.

Finally, Senator Riegle.

Senator RIEGLE. Thank you.

The CHAIRMAN. May I just say before you, Senator Riegle, that
we are very much aware that we are running behind. It does not
appear that we will be able to hear the second of the two panels
that are still to come. We are sorry about that. We will hear the
second panel on Friday and everybody will have plenty of time.
These have been important subjects that take the time of impor-
tant persons.

Senator Riegle?

Senator RIEGLE. Mr. Chairman, thank you. It is taking a long
time this morning because it is an important issue and there are
many members participating. I thank you for bringing the other
panel back on Friday. I know that may change some people’s sched-
ules to have to be here, but I hope all can be here because I think
it is important that we fill out the record with all the points of
view.

Let me also ask unanimous consent to insert in the record, Mr.
Chairman, a letter from the Kellogg Co., and other letters along
the same line from Dow Chemical, from EDS, Proctor & Gamble,
and some others. They all relate to the issue of the administration’s
proposal to treat active business royalties from a foreign manufac-
turing subsidiary as passive for purposes of calculating the U.S.
foreign tax credit. '

There are some anomalies in this proposal that affect certain
companies in ways that I think are unintended and hurtful. So if
there is no objection, I would like to put those letters in the record.

The CHAIRMAN. Would you put them in the record.

[The letters appear in the appendix.]

The CHAIRMAN. Senator Riegle?

Senator RIEGLE. Thank you, Mr. Chairman. _

Let me just ask Mr. Sessions, do you have a conversion ratio you
use for what the cost of the U.S. Federal Treasury is for every 1
percent increase in unemployment in Puerto Rico?

Mr. SESSIONS. I am not sure whether we have a conversion ratio,
no.
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Senator RIEGLE. Well, would it not be useful to have one? I
mean, if you have policies that may have the effect of raising un-
employment and in turn require other U.S. expenditures, wouldn’t
we want to know what that 1s?

Mr. SESSIONS. I do not know that we have a formula. We cer-
tainly have consulted with other agencies about the cost that might
be incurred if unemployment were to be increased. As I indicated,
\ﬁ(_e do not believe that this proposal will result in job loss in Puerto

ico.

I think it might be appropriate to emphasize how generous a
proposal——

Senator RIEGLE. Let me just stop you because the time is limited
and I have listened to you say that and I do not agree with your
analgsis, just to be very blunt about it. But I think you ought to
be able to tell me directly what a 1-percent increase in unemploy-
ment or a 3-percent increase would cost in the way of a revenue
impact.

If you are wrong on the job loss issue, then it is going to cost us
money out of another pocket and you cannot just sweep that under
the rug. So I would like to ask you to get that. I would like to have
it and I think the committee ought to have it,

Let me also raise an issue with respect to NAFTA. Have you
done a direct analysis as to what over a period of time NAFTA, if
it were approved—I know Panetta says it is not going to be ap-
proved—but when it is——

The CHAIRMAN. That was noted.

Senator RIEGLE. Yes, a rather large story today. In any event, do
you have an analysis that would show over a period of time what
the job loss might be to other low-cost, low-wage competitors in this
hemisphere where the capital investment attractiveness is being
improved and increased as NAFTA clearly would do in Mexico, as
to what either the displacement would of jobs sliding out of
Puerto Rico, say, over to Mexico? We have already had a lot of jobs
leave Michigan and go to Mexico. Or just the whole issue of wheth-
er or not further job increases would be likely to occur in a higher
wage situation like Puerto Rico, where they have the same mini-
mum wage we do, versus say in a Mexico situation.

Mr. SEssIONS. Well, there are certainly people within the Treas-
ury who are looking at NAFTA and its impact on various sectors
of the U.S. economy, including Puerto Rico.

I am not directly involved. I am not a trade expert and I will
again have to ask someone else to get back to you on that, simply
because it is not within my area of expertise or the Tax Policy Of-
fice’s area.

Senator RIEGLE. Well, let me tell you the reason I raise the issue.
I think there is a cross-connect. I think these international eco-
nomic tradeoffs and comparisons are highly relevant. I think what
will happen here is that by creating a more favorable investment
?_.nd eliiOb environment in Mexico that everybody is going to be af-
ected.

In other words, it changes the relative balance for everybody. It
certainly does in this country. I think we are going to see a much
increased job loss and job flow to Mexico. But I think as well Puer-
to Rico is particularly susceptible to that because they have the ad-
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ditional cost of being an island, so they have the transportation
issue to have to deal with.

But when you take an immediately adjoining country like Mexico
that can truck goods in the United States and the trucking rules
are changed very favorably to Mexico, I think you are creating a
new element that these things are not separate, independent
events. In effect they are on one level, but when you sort of get
ghetm going simultaneously, I think there is a cross connecting ef-
ect.

I would ask you to take a lock at that. No¢ just in year one but
take a look at it over a period of time because that comes back in
again on the first question I raised. That is, if we are going to be
spending more on unemployment compensation, say, in Puerto Rico
and more on food stamps in Puerto Rico as a result of jobs displace-
ment, jobs moving somewhere else, whether it be Mexico or other
places in the Caribbean, I think that would be very important for
us to know. So I would ask you to take a look at that.

Mr. SEssIONS. If I could just respond briefly.

The CHAIRMAN. Please do.

Mr. SESSIONS. As I said, we understand there is a connection be-
tween NAFTA and jobs in Puerto Rico. I would like to comment on
what the impact is of this proposal on jobs in Puerto Rico, the tax
proposal.

As ] said, with a 60-percent wage credit and deductibility, effec-
tively the employer in Puerto Rico is going to pay, assuming a 34
percent rate, only 6 cents on the dollar of wages in Puerto Rico, or
assuming a 36-perccnt tax rate, 4 cents on the dollar.

That means, fcr example, that although Puerto Rican workers
are required to be paid the minimum wage, 6 percent of the $4.25
minimum wage is only about 25.5 cents. So the labor cost for em-
ployment in Puerto Rico for 936 companies is going to be very low.

To give you another example, our wage credit goes all the way
up to $57,000. If you have an employee who is paid $40,000, as-
suming the employer is bearing only 6 percent of that cost, a 94
percent, or perhaps a 96-percent benefit, that employer is bearing
only $2400 of the $40,000 of wages.

We think that is a very significant incentive to employ workers
in Puerto Rico. If you have someone who the market says is worth
$40,000 and you only have to pay $2400 of that after tax, we think
that is a tremendous incentive.

Senator RIEGLE. Isn’t it surprising though that if that is so that
the unemployment rate there is 18 percent?

Mr. SESSIONS. Well, the credit at present is not tied to employ-
ment. It is tied to income—income of the corporation. So at present
at least a very great percentage of the tax expenditure is devoted
to the offset of income on intangible assets that are in Puerto Rico
and not on funds that are channeled into the hands of Puerto Rican
workers.

Senator RIEGLE. I understand that. But it also argues that if you
were employing more people down there, you would have more of
that tax credit to be able to use.

Mr. SESSIONS. Well, that is true under our proposal. There is no
link whatsoever under the current 936 credit to employment in
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Puerto Rico. The only thing you have to do is to satisfy the busi-
ness activities test.

And it is in the interest of 936 corporations—l am not saying
they all do this—but from a tax standpoint, it is in the interest to
have as little activity in Puerto Rico as possible and get the maxi-
mum tax benefit you can through the income allocation rules.

Senator RIEGLE. You will get me the two things I asked for that
you do not presently have?

Mr. SESSIONS. Yes.

The CHAIRMAN. And perhaps you will also give us the cost per
job and the hourly wage cost when you calculate the tax credit.

[The information requested follows:]

DEFARTMENT OF THE TREASURY,
Washington, DC, May 19, 1993.

Hon. DANIEL PATRICK MOYNIHAN, Chairman,
Senate Committee on Finance,

U.S. Senate,

Washington, DC.

Dear Mr. Chairman: This letter responds to your requests for additional informa-
tion at the April 27, 1993, Senate Finance Committee hearing.

In my testimony, I noted that the 936 companies that received 63.5 percent of the
tax benefits accounted for only 12.6 percent of the employment by the 936 compa-
nies. You inquired what portion of the 63.5 percent of tax benefits accrued to phar-
maceutical companies. Pharmaceutical companies account for 65 percent of the cred-
its and 69 percent of the employment in this group. “Other chemical” companies ac-
count for 8 percent of the credits. Companies in food processing, electronics and sci-
entific instruments are also included. Thus, pharmaceutical and related companies
account for more than two-thirds of the benefits.

You also requested further clarification of the Administration’s argument that the
section 936 proposal provides a large incentive for additional employment in Puerto
Rico. Companies whose current law credits exceed the 60 percent of wages threshold
will receive a 60 percent credit for any additional wages paid. In addition, wages
will remain fully deductible from taxable income even though they receive a large
credit. Accordingly, if a 936 company above the threshold hires an additional worker
and pays $40,000 in annual wages, it will receive an increased 936 credit of $24,000.
In addition, the deduction for wages will reduce U.S. tax liabilities by another
$13,600 (at a 34 Kercent tax rate), for a total of $37,600. Viewed differently, a com-
pany subject to the wage cap will reduce its tax liability by $3.89 for workers paid
the minimum wage of $4.25—resulting in net wages of only $0.36 per hour.

Under the Administration proposal, the labor intensive companies that account
for 56 percent of total 936 employment will Téceive éxactly the same tax benefits
as they do under current law. The companies_above the 60 percent threshold that
remain in Puerto Rico will receive a very powk&[ incentive to hire additional work-
ers,

Please let me know if there is any further information we can provide.

Sincerely
' SAMUEL Y. SESSIONS, Deputy Assistant
Secretary, Tax Policy.

The CHAIRMAN. Senator Packwood, did you want to pursue this?

Senator PACKWOOD. No, no further questions.

The CHAIRMAN. I think we have to move on to our second panel,
which will be our last panel.

Mr. Sessions, we thank you very much for a very lucid, very
forthright testimony. Mr. Samuels, we welcome you to your proxi-
mate position. We hope to get you before the week is out.

Mr. SEssioNs. Thank you.

The CHAIRMAN. Now we want our next pinel to be heard. We
look forward to it. People have come a long way.
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Our next panel will return, not that we ever departed, to the
question of Section 936. We have a very distinguished group of wit-
nesses and we want to hear them all and in the order listed we
will simplr\i go forward. It is a great pleasure for the committee to
welcome Hon. Victoria Munoz, who is President of the Popular
Democratic Party of Puerto Rico.

Ms. Munoz, would dyou proceed, please?

There are prepared statements. They will be placed in the record
as if read. Proceed precisely as you choose.

(The prepared statement of Ms. Munoz appears in the appendix.]

STATEMENT OF HON. VICTORIA MUNOZ, PRESIDENT, POPU-
LAR DEMOCRATIC PARTY OF PUERTO RICO, SAN JUAN, PR

Ms. MuNoz. Mr. Chairman and distinguished members, I am
Victoria Munoz, President of the Popular Democratic Party of Puer-
to Rico, which in the last election ogtained 46 percent of the votes.

Our party, founded in 1940 by my father, the late Governor Luis
Munoz-Marin, has always worked closely with the Congressional
leadership. Throughout many years, we worked on the creation of
Commonwealth and in the implementation of “Operation Boot-
strap,” an economic development program that transformed Puerto
Rico from the “Poorhouse of the Caribbean” into a “showcase” for
American democracy.

Fifty years ago, Puerto Rico remained one of the poorest coun-
tries in the Western Hemis?here, with a per capita income of $140
per year, life expectancy of 45 years, in one of the most densely
poaglated areas of the world with no natural resources.

ing from poorhouse to showcase in only 20 years was possible
because together we found creative solutions to the social, political
and economic problems of Puerto Rico. We are very proud of these
accomplishments, as you should also be. They speak highly of both
Puerto Rico and the United States, of our mutual understanding
and collaboration.

It is in the same spirit that I am here today to ask for a fair,
equitable treatment for Puerto Rico and defend the economic devel-
opment that has successfully created thousands of jobs for our peo-
ple.

Over one-fourth of our total employment is generated directly
and indirectly by 936 companies. The proposal for a wage credit to
substitute for Section 936 seriously threatens these jobs. In order
to grasp the magnitude of the consequences, imagine that a bill
under your consideration would threaten 20 million jobs in the
United States.

Our party supports the initiative of President Clinton to move
America forward. As American citizens, we could and can contrib-
ute. But that contribution must be be ed on fairness, consistent
with our economic realities and our ne: i for further economic de-
velopment. The proposal under your consideration is not fair to
Puerto Rico.

By curtailing Section 936, the U.S. Treasury estimates that it
will take out $7 billion from the Puerto Rican economy in 5 years.
This will be a severe blow that will 2reate an economic contraction
wili;h substantial job losses and a major threat to our long-term via-
bility.

T T Aty

.
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A recent study concluded that the number of unemployed would
increase by 50 percent by 1995, the equivalent of over 8 million job
losses in the United States. Any contribution from Puerto Rico can-
not be at the expense of increasing our already unacceptably high
unemployment. It must be based on cur economic capabilities and
gzoportional to the sacrifice that the United States as a whole is

ing asked to make.

Equally significant is the need to present Section 936 as an eco-
nomic development tool. It has allowed Puerto Rico to attract man-
ufacturing investments replacing low wage, unskilled jobs with bet-
ter jobs and a world-class work force.

In the last 10 years Puerto Rico has lost 11,000 jobs in labor in-
tensive industries and has replaced them with tremendous efforts
with high tech manufacturing employment. The proposal under
your consideration eliminates the income credit and offers a wage
credit for a job market that we have been consistently losing to
low-wage areas, even with the present 936 benefits and without
NAFTA, which creates an additional threat to our labor intensive
industries. The wage base proposal does not offer a better deal to
labor intensive industries than Section 936.

How are we going to reduce the present level of 18 percent un-
employment if we lose our most effective tool for job creation, Sec-
tion 936? Our government already employs 30 percent of the labor
force. Our only alternative is growtb in the private sector by pro-
viding attractive local tax incentives complemented by Section 936
to bring investment to Puerto Rico.

I am here today so that the 3.6 million American citizens in
Puerto Rico are .:eard by this Senate so that their future is not one
of poverty and dependence. To that end, in my extended testimony
submitted for the record, we are proposing that the current ar-
rangement for inter-company allocation of intangible income be re-
viewed by the U.S. Treasury to raise additional revenues without
causing significant damage to our economy.

President Clinton said, “Most people on welfare are yearning for
another alternative, aching for the chance to move from depend-
ence to dignity. And we owe it to them to give them that chance.”
That is precisely the chance that the Puerto Rican people yearn for
and Section 936 provides.

Thank you very much.

The CHAIRMAN. Thank you, Ms. Munoz. And we do have your ex-
tended testimony, which wil! be placed in the record at the appro-
priate level.

[The prepared statement of Ms. Munoz appears in the appendix.]

The CHAIRMAN. We will go right through our panel before ques-
tions. Dr. Luis Costas-Elena, who is legal consultant to the Puerto
Rican Senate, appears before us on behalf of Puerto Ricans in Civic
Action of Santurce. Perhaps you would tell us more about the orga-
nization. But welcome, sir, and proceed.

STATEMENT OF DR. LUIS P. COSTAS-ELENA, ON BEHALF OF

PUERTO RICANS IN CIVIC ACTION, SANTURCE, PR

Dr. COSTAS-ELENA. Honorable Chairman Moynihan and Sen-
ators, I am Luis P. Costas Elena, General Counsel and Vice Presi-




46

dent of Puerto Ricans in Civic Action, a civic, non-partisan, grass-
roots movement in Puerto Rico.

We, Puerto Ricans in Civic Action, wholeheartedly support Presi-
dent Clinton’s Proposals for Public Investment and Deficit Reduc-
tion, especially the reform of IRC Section 936 into a wage credit.
We also support Senator Pryor’s bill.

I, personally, have been studying 936 and its antecedents, 931
and 262, for almost 20 years for my L.L.M. thesis for Harvard Law
School under Professor Stanley Surrey and my S.J.D. thesis also at
Harvard.

The CHAIRMAN. Oh, you are a Surreyvian. We welcome you to
this body. They hold a very special place in our Section.

Dr. CosTAS-ELENA. Puerto Rico should receive domestic solutions
and programs, not tax gimmicks that can only produce resentment
in the States because of runaway businesses. The March 1993 CBS
segment by Dan Rather on 936 runaway plants, the 1987 Kansas
Business Review Study, the Pulitzer Prize and 1992 bestselling
book, “America: What Went Wrong?” exemplify the substantial
harms caused by 936 against your constituents.

At the very least IRC Section 936 should have a sunset provision
and strict requirements for reauthorization. Immediate reform of
936 into a wage credit and sunsetting could provide $3 billion in

- additional funds for the U.S. budget, above and beyond what Presi-
dent Clinton has proposed, funds that could be used partially to fi-
nance the uncapping of Medicaid in Puerto Rico or any future sub-
stitute National Health Program that includes the Island, plus the
fomenting in Puerto Rico of programs for education, jobs and infra-
structure. ’

Marcus Aurelius in his Meditations has stated, “The Universe is
change, life is opinion.” And St. Augustine On KFree Choice of the
Willfafﬁrmed, “(Y)ou shall know the truth and the truth will make
you free.”

Accordingly, we have for many years been pointing out that the
facts belie any need for gradualism in the reform of IRC Section
936 and that IRC Section 936 is a scandalous, ever-increasing Fed-
eral tax expenditure, which in effect is a wasteful, Federal welfare
program basically for pharmaceutical and other Fortune 500 cor-
porations.

You and I should wholly agree with Prof. Stanley Surrey of the
Harvard Law School, former Assistant Secretary for Tax Policy of
the U.S. Treasury during the Kennedy administration.

“A tax incentive does involve the expenditure of government
funds. A dollar is a dollar, both for the person who receives it and
the government that pays it, whether the dollar comes with a tax
credit label or a direct expenditure label. Tax incentives do involve
expenditures ‘backdoor expenditures’ And a legislator concerned
with expenditure levels and expenditure control should not, while
holding the front door shut, let hidden expenditures in through the
backdoor.” .

The Congressional Budget Office has explained, “A tax expendi-
ture is analogous to an entitlement program on the spending side
of the budget. The amount expended is not subject to any legislated
limit but is dependent solely upon taxpayer response to the par-

2
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ticular provision. In this respect, tax exgenditures closely resemble
spending programs that have no ceiling.

Section 936 is extremely perverse, expensive and a tremendous
drain on the Federal budget. The annual Federal tax expenditures
of Section 936 have increased to $2.8 billion in 1989 from the $80
million of antecedent Section 931 in 1972. The U.S. General Ac-
counting Office has calculated that from 1993 through 1997 the
U.S. Treasury will lose $15 billion—billion, as in budget busting—
because of IRC Section 936.

According to the Puerto Rico Planning Board the estimated num-
ber of employees in the entire chemical and analogous products
group in Puerto Rico—936 and non-936 corporations—which in-
cludes pharmaceuticals, was at most 22,600 for fiscal year 1991, in-
cluding temporaries. And such employees are around 2 percent of
the total number of employed persons—925,000—by major indus-
trial sectors in Puerto Rico.

Yet, pharmaceutical corporations pocketed 49 percent of the Sec-
tion 936 tax expenditures in 1989 or $1.385 billion of the $2.82 bil-
lion in total Section 936 expenditures in 1989.

In other words, Section 936 is the worst type of welfare, welfare
for the extremely rich pharmaceutical corporations—those that
least need Federal subsidies and that employ relatively few perscns
in Puerto Rico—in the misguided and false expectation that some
of those Federal subsidies will indirectly to the average Puerto
Rican trickle down.

Section 936 is a Section of the Federal, Internal Revenue Code
that allows U.S. corporations, principally the Fortune 500, to orga-
nize U.S. subsidiary corporations to do business basically in Puerto
Rico and then shift income.

I would like to jump over to recent studies by the Puerto Rican
Senate, that especially regarding the alleged 936 funds in Puerto
Rico they have already concluded that, “At December of 1992, 93.5

ercent of the funds were invested for a period of 90 days or less.

he deposits at 30 days generated a return of 2.6 percent, while
the deposits of 5 or 6 years offered a return of 5 percent. This dra-
matic data for a date before President Clinton’s proposals arose, re-
flected almost the totality of the 936 funds available at that date
were not financing activities of economic development, but were
dedicated to liquid instruments for the financing of activities at
very short term.”

In other words, the 936 corporations looked like their prede-
cessors, 931, cash-rich mutual funds.

Thank you.

The CHAIRMAN. We thank you, and we note your citation of
James Tobin further in the statement.

Dr. CosTAs-ELENA. I have additional data that I would like to in-
troduce as part of the record if I may.

The CHAIRMAN. Would you be so good, Dr. Costas-Elena. We will
look forward to it and we will need it.

Next we will hear from Luis Nunez, who is President of the Na-
g%nﬂ Puerto Rican Coalition, which is based here in Washington,

Mr. NUNEZ. Yes.

The CHAIRMAN. We welcome you, sir, and good morning.
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STATEMENT OF LUIS NUNEZ, PRESIDENT, NATIONAL PUERTO
RICAN COALITION, INC., WASHINGTON, DC

Mr. NUNEz. Thank you very much, Mr. Chairman. I have submit-
ted my testimony for the record. But I would like to make a few
comments at this late morning session.

The CHAIRMAN. Yes, I should have said good afternoon.

Mr. NUNEz. Good afternoon.

The CHAIRMAN. We will put this in the record as if read, and you
ma%: proceed exactly as you wish, sir.

[The prepared statement of Mr. Nunez appears in the appendix.]

Mr. NUNEZ. The National Puerto Rican Coalition is an Associa-
tion of over 100 non-profit organizations across the United States.
It was founded to promote the economic, social and political well-
being of all Puerto Ricans, the over 6 million Puerto Ricans who
live in the United States and in Puerto Rico. Currently we estimate
there are 3.6 million Puerto Ricans living on the Island and 2.7
million in the States.

In listening to some of the testimony today several words come
to mind one that Puerto Rico has a unique relationship to the Unit-
ed States. Second, that it is a very fragile economy. Both of those
comments are exactly on target.

Puerto Rico is totally dependent as a private economy on 936. We
talk about the specific jobs created through 936 but we pay very
littga attertion to the over 200,000 indirect jobs that have been cre-
ated.

The CHAIRMAN. The multiplier effect.

Mr. NUNEZ. The multiplier effect. Exactly, Senator.

The CHAIRMAN. Yes.

Mr. NUNEZ. And if you have experienced Puerto Rico like I have,
I went to Puerto Rico in 1958 on my honeymoon and over a 35, 40
year period I have seen Puerto Rico advance from a relatively im-
poverished economic back water of the Caribbean into perhaps the
most advanced technological society in the Caribbean and perhaps
South America.

This is due to the development of a high-tech industrial base for
-Puerto Rico, this could not have happened without a tax incentive.
Now this also happened at the cost of an exodus of over a million
Puerto Ricans leaving the Island of Puerto Rico between 1945 and
1965. We are the products of that exodus. There are Puerto Ricans
in every State of tl?xe Union, including Alaska and Hawaii. The ma-
{:)rity live, as you well know, Senator, in New York State. They also

ive in New Jersey.

We have identified 43 congressional districts where there are
substantial Puerto Rican communities across the United States. I
would say that every community of Puerto Ricans here is quite con-
cerned about the future of Puerto Rico.

Listening to Governor Pedro Rossell6 this morning, I would state
we support his position regarding the changes that should be made
in the current 936. I do not think there is any argument at this
point in time that 936 needs to have some changes made. o

However, the vast majority of Puerto Ricans, the vast majority
of the leadership of the island, wants to ensure that these changes
will have a minimal impact on the ability of Puerto Rico and its
people to advance economically.
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There is no question that the impact of President Clinton’s pro-
posal will be at the high end of the job ladder. We talk about 10
percent, 20,000 jobs in the pharmaceutical industry. Those are the
Jobs that are the bcst paid, the most skilled jobs in Puerto Rico.

I would raise the question of people who criticize the tax incen-
tive, what do we want, what do we want for Puerto Rico, just the
low-wage jobs in which Puerto Rico has to compete against other
societies where the wage rates are five times less than they are in
Puerto Rico or do we want to make Puerto Rico a truly competitive
industrial society that can compete with any other economy across
the world?

I think the latter is what we want. And I speak today primarily
on behalf of the Puerto Rican communities in the United States
that want to see a better future for Puerto Rico, who are concerned
about an exodus of Puerto Ricans coming to our communities in the
States who all have their own sets of problems. We cannot afford
to have an enormous exodus of the magnitude that occurred in the
1950’s and the 1960’s to the mainland.

I think the issue of the economy of Puerto Rico has to be solved
in Puerto Rico. It cannot be exported to the United States.

Saying that, I want to make one point crystal clear. Puerto
Ricans are American citizens. Puerto Rican jobs are American jobs.
So when we taik about runaway plants, we are talking about
plants in an American environment. This is a very important con-
sideration that we all have to take into account as we look at the
future of Puerto Rico.

The prosperity of Puerto Rico is important to the continental
United States. It is important to the whole Caribbean. We note
that Puerto Rico has played an important role in fostering an eco-
nomic development loan fund in the Caribbean area.

At the House Ways and Means hearing several weeks ago the
Ambassador from Jamaica applauded that program. I would like to
see a similar program to foster economic development in Puerto
Rican communities using 936 funds.

The Governor of Puerto Rico has endorsed that concept. Con-
gresswoman Nydia Velazquez has alsc ¢ .orsed that concept. It is
spelled out in our testimony. I think I would again counsel this
committee that the future of Puerto Rico and the future of the
Puerto Rican community in the United States are bound together
and we are concerned and we are supportive of the economy of
Puerto Rico and the people of Puerto Rico.

Thank you.

The CHAIRMAN. Well, we thank you, Mr. Nunez. That was very
carefully and very properly set forward. I think we might get some-
what similar sentiment from Mr. Arturo Carrion, who represents
the Puerto Rico 936 Private Sector Coalition in San Juan.

Good afternoon, sir, and welcome.

STATEMENT OF ARTURO L. CARRION, ON BEHALF OF PUERTO
RICO 938 PRIVATE SECTOR COALITION, SAN JUAN, PR

Mr. CARRION. Good afternoon, Mr. Chairman, and members of
this distinguished committee. My name is Arturo Carrion. I am
here today as the spokesman for the Puerto Rico Private Section
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936 Coalition, 29 organizations that have joined to preserve cur
blueprint for economic development.

The organizations in this Coalition represent approximately

30,000 businesses of all sizes and from all sectors of Puerto Rico’s
economy, which account for more than 50 percent of total private
employmeat in Puerto Rico.
. For the record, I am submitting a full written statement, includ-
ing a list of the organizations in the Coalition and a summary of
the impact which the issue at hand will have on each economic sec-
tor represented.

The CHAIRMAN. We will enter that in the record, of course.
di:[:'lihe prepared statement of Mr. Carrion appears in the appen-

Mr. CARRION. We are conscious of President Clinton’s call for sac-
rifice by all Americans to strengthen the U.S. economy. However,
this sacrifice must be shared equitably among all Americans. This
is not the case with the administration’s proposals as they pertain
to Puerto Rico.

Puerto Rico is being asked to carry a disproportionate share of
the tax burden in the President’s program. We are the only juris-
diction being asked to put at risk the very foundation of our econ-

omy.

‘the revenue-raising proposals in the administration’s program,
total $246 billion, which represents slightly less than $1,000 for
each American citizen on the mainland. In contrast, the $7.5 billion
being asked from Puerto Rico’s economy represents more than
$2,000 for each of Puerto Rico’s 3.6 million American citizens.

If we factor into the calculation the fact that Puerto Rico’s in-
come per capita is one-third of the income per capita on the main-
land, we find that the proportionate share of the tax-raising burden

laced on Puerto Rico is six times higher than the corresponding
urden on the mainland.

The administration has two clear-cut objectives—to raise reve-
nues and to create jobs. Both are simple and clear. Neither of them
requires or justifies the sweeping changes in Puerto Rico’s eco-
nomic structure that I have been proposed.

Since the late 1940’s we have increased our per capita GNP 18
fold, from $348 in 1950 to $6,450 today. Employment has increased
more than 50 percent in that period. Section 936 and its prede-
cessors have been instrumental in these achievements.

Even with its achievements, Puerto Rico must still compete with-
out natural resources, one of the world’s highest population den-
sities, and a per capita income about half that of the poorest State.
In contrast to many countries that compete with us for investment
capital, we are bound by some of the toughest environmental
standards in the world—by U.S. minimum wage laws, by the cost
of maritime transportation in U.S. ships, and by higher energy
- costs than in the mainland.

Creating jobs is ultimately the main thrust of the President’s eco-
nomic program. Section 936 is essential if Puerto Rico is to con-
tinue doing just that—creating jobs. Besides generating 115,000 di-
rect jobs in manufacturing, the activities of 936 corporations sup-
port over 200,000 additional jobs and services, trade, retailing and
many other activities characterized by medium and small sized
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companies, led by Puerto Rican entrepreneurs. These are the peo-
ple represented by this Coalition.

In the financial sector, 936 companies supply more than 40 per-
cent of all financial resources available for lending and investment
in productive employment generating activities. As part of the ad-
ministration’s program, Treasury has proposed a wage based limi-
tation to the 936 credit, which is not by itself an efficient incentive
to maintain the mix of high technology and labor intensive indus-
tries that we have today.

An income based credit is needed to maintain this balance. The
Government of Puerto Rico has recognized the need to keep both
elements in effect.

In view of the need to protect the economic system based on Sec-
tion 936, any modifications considered necessary to the 936 system
must conform to several parameters to ensure Puerto Rico’s ongo-
ing economic development in harmony with objectives and needs of
the U.S. economy.

These parameters are the following: Puerto Rico must answer
President Clinton’s call to sacrifice in proportion to its capabilities
as the lowest income and highest unemployment economy within
the United States. Puerto Rico’s economic model must be capable
of fostering a favorable environment for creating jobs, generating
income, enhancing the linkages between all the sectors of the Puer-
to Rican economy and supplying funds for low-cost financing of
public infrastructure and private productive activities.

Modifications to improve the 936 system must provide for the
continuous stability of Puerto Rico’s investment climate and its
attractiveness for future investment and job creation.

Finally, modifications to the current 936 system must be imple-
mented on a gradual basis to give the economy time to readjust its
basic underpinnings.

Thank you very much, sir.

The CHAIRMAN. Thank you, sir. May I just say—this is altogether
an aside—I see that you represent the Association of Businesses in
Old San Juan and also the Association of Automobile Distributors.

Now, if you could persuade someone to keep those automobiles
out of Old San Juan, you might find you have a vote on this com-
mittee that surprises you. [Laughter.}

Mr. CARRION. We have been trying to do that for quite some
time, sir.

The CHAIRMAN. The last member of our panel, a very welcome
member, Richard Leonard, is director of Special Projects of the Oil,
Chemical, and Atomic Workers International Union, AFL-CIO. Mr.
Leonard, we welcome you, sir.

STATEMENT OF RICHARD W. LEONARD, DIRECTOR, SPECIAL
PROJECTS, OIL, CHEMICAL, AND ATOMIC WORKERS INTER-
NATIONAL UNION, AFL~CIO, LAKEWOOD, CO

Mr. LEONARD. Thank you very much, Mr. Chairman. Again, my
name is Richard Leonard and I am a Iirector of the OCAW, which
represents approximately 100,000 workers, 10,000 of which are in
the pharmaceutical industry. We very much appreciate your kind-
ness in allowing us to testify here today.
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I would like to begin by sayinf that our organization, along with
the entire AFL-CIO, is in complete support of the President’s pro-
gram to put a 60 percent wage credit cap on the possessions tax
credit. We find that this is essentially a very modest proposal that
intends to recapture, I believe, about 40 percent of that which
would otherwise be lost to the Treasury over the next 5 years.

And we find that it is very specific, highly specific, in that it di-
rectly targets a fairly narrow and small group of companies thai
have captured an enormous portion of the possessions tax credit
while Frowdm a comparatively less amount of benefit to the econ-
omy of Puerto Rice.

In fact, we have identified about 34 companies that seem to have
captured the vast majority of this benefit. Among them are compa-
nies like Merck, for example, that employ 1,200 and earn a tax
credit of something like $151,000 on eacg of those employees.

In fact, Merck has been able to restructure itself so that some-
thing like 40 percent of its net income producing capacity world-
wide is now sheltered in Puerto Rico and accomplished by 3 per-
cent of its worldwide work force.

The CHAIRMAN. Would you say that once again, sir?

Mr. LEONARD. Merck has structured itself in suck a way that 40
percent of its net income producing capacity on a worldwide basis
18 now relocated in Puerto Rico and accomplished by 3 percent of
its worldwide work force.

I might add that the same is true of American Home Products,
that has about 1,400 employees in Guayama. It is rewarded with
a tax credit equivalent to $75,000 per year for each of these jobs.
And it has put 42 percent of its worldwide income-producing capac-
ity within this shelter which is accomplished again by 3 percent of
its worldwide work force.

Pepsico and Coke are two companies in Cidra that produce their
highiy proprietary formulas. In the case of Coke, for example, they
employ 371 people and derive a $371,000 per year credit for each
of those employees. This is of the equivalent of 1,100 percent of the
average wage paid to those employees.

These are just some examples and they are not atypical of what
we have been talking about here this morning. Together we are
looking at a group of companies that have created, taken together,
3,100 jobs. But this is not even accurate because 1,000 of these jobs
were created as a result of the destruction of 1,000 jobs on the
mainland when American Home closed plants in Indiana and
Pennsylvania and moved that work to Puerto Rico to take advan-
tage of tax sheltered manufacturing.

his process of the tax financed export of jobs that we have seen
here is part of a much larger process. We have identified some 24
situations where companies have abandoned mainland locations,
engaged in mass layoffs or closures in order to come to Puerto Rico
to take advantage of the tax breaks that are offered there.

In the study that we did, which is by no means comprehensive,
we identified 10,000 mainland workers who were displaced as a re-
sult of this process, most of them in recent years. This underscores
a very cruel irony. That is that the very group of middle Americans
who are financing this scheme are unwittingly buying into a lottery
where the winning entries are pink slips.
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This is true for the Acme Boot Co., which is at this very moment
letting go of 480 employees to move its equipment and its plant
and its management to Toa Alta, Puerto Rico. It is true in the case
of the Syntex Corp. in Palo Alto, CA that is moving its operation
to Humacao and destroying jobs for 281. It is true of the Sunstrand
Corp., that at this moment is discharging 200 employees in Brea,
CA to take up residence in Puerto Rico.

The Clinton program does not end Section 936. It basically ends
the feeding frenzy which has been taking place here for a number
of years at the expense of taxpayers, at the expense of workers, and
at the expense of communities on the mainland.

Section 936, I think, in its original form was a great instrument,
having great gxl'omise for the development of Puerto Rico. But 1
submit that this has been squandered, that billions have been
squandered and that communities, and workers, and taxpayers
have been damaged in this process.

I mean the pharmaceutical guys have got a lot of courage. It
takes a lot of guts for a pharmaceutical company to look the Amer-
ican public square in the eye and suggest that they finance 100
percent or 200 percent of their wage bill in some region.

I also credit the President with a lot of courage, considering the
political might of the pharmaceutical industry, for taking a stand,
a gutsy stand, in his proposal. We think it is the right thing to do.

I would add that the President’s program is not only modest, it
is really quite generous. It is so generous, in fact, that the vast ma-
jority of 936 companies will not be impacted by the program at all.
These are the companies that are supplying most of the jobs in the
Commonwealth.

We are concerned that under the present circumstances we could
be seeing additional job exports, more Clarksville, TN, for example.
And, clearly, this is not an outcome intended by this administra-
tion.

For these reasons, we have supported legislation to stop the ex-
port, the tax-financed export of jobs. Three such examples now
exist in the House of Representatives in the form of House Bills
1207, 1210 and 1630.

I would conclude by saying that the members of this Committee
have the ogportunity to perform a great service to workers and tax-
payers and mainland communities by holding firm on the Presi-
dent’s 60 percent wage credit proposal and advocating the passage
of legislation to stop the tax financad export of jobs.

Thank you very much.

The CHAIRMAN. Thank you, Mr. Leonard.
dix[('lihe prepared statement of Mr. Leonard appears in the appen-
The CHAIRMAN. Senator Pryor, you have, of course, been a leader
in this whole area. You have been very patiently awaiting your op-
portunity to speak, and here it is, sir.

Senator PRYOR. Mr. Chairman, I know it is very, very late. I will
take just a moment.

April 19, just 10 days ago, the Fortune Magazine came out-and
showed once again that the pharmaceutical industry’s profitability
in 1992, was five times the return on sales of the Fortune 500 me-
dian company or part of the economy; three times the return on eq-
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uity, the pharmaceutical industry had over the median Fortune
500 entities in our economy.

Mr. Chairman, I want to complement you and the staff because
this morning’s hearing has gone now, what, 3 hours or more. It has
been I think the most fair, equal representation of both sides of
this issue. I think it is superb. I want to complement you and your
staff for doing this. I have heard some interesting and some edu-
cation things today.

I just have one final question. Maybe, Mr. Nunez, I could ask
you. If the average tax credit for a pharmaceutical company is
$71,000; and the average salary is $26,000. That leaves $45,000 to
put in the pharmaceutical company’s pocket. Do you feel that they
are sharing their wealth with you and with the Commonwealth
and with the people there in Puerto Rico?

Mr. NUNEZ. Well, as has been alluded, Senator Pryor, the direct
jobs created have a multiplier effect on these jobs. I read that arti-
cle in Fortune Magazine myself and it was a very fine article, Sen-
ator.

The point is also that pharmaceutical companies are averaging
about a 20-percent return, roughly, which is very high. But in to-
tality it is not as high as a lot of people think it is. The reality of
American industry is that return on investment has been very low
over the last few years.

Do we want to penalize them because they make more money
than the average industry in America? One point. The second point
is, the quality of the jobs that are created.

One of our companies that I am fairly close to is Johnson &
Johnson. Johnson & Johnson brought eight of their managers from
Puerto Rico to Washington a couple of years ago and I had dinner
with them. They were all Puerto Ricans. They were all plant man-
agers of plants valued at over $100 million.

These people were the most highly trained engineers, phar-
macists, chemical engineers; plant managers of some of the most
high tech companies in this country or in the world. They were all
Puerto Ricans. Those are jobs that would not have been created in
Puerto Rico without tax incentives provided by 936.

By adopting the wage credit we will subsidize the low-wage in-
dustry putting Puerto Rico in competition with all low-wage areas
of the Caribbean. I think ultimately Puerto Rico will lose that bat-
tle. The future of Puerto Rico has to be in the development of the
high tech, high salary jobs as it has to be for the United States as
a whole.

We are no longer competitive at the low-wage rate. Puerto Rico
continues to lose jobs at the low end of the spectrum. There have
been major job losses in the tuna canning industry which was a
mass employer. Half of those jobs have disappeared in Puerto Rico
in the last 5 or 10 years. We just cannot compete.

The CHAIRMAN. Did you say tanning?

Mr. NUNEZ. Tuna canning.

That was a big industry in Puerto Rico. That is practically dis-
appearing because it is really very much based on the differential
in wages.
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Now I think Governor Rossellé’s proposal seeks to address some
of this imbalance through the option of reducing the current tax
credit by 20 percent. I think that begins to address that issue.

Senator PRYOR. I thank you very much. I appreciate that.

Thank you, Mr. Chairman.

Mr. NUNEZ. Thank you.

The CHAIRMAN. Senator Pryor has to lea 2. He is a leader of the
membership of our Democratic caucus, which began meeting 45
t;n(:;ix?lut;es ago. I am here. I am not a member of anything. [Laugh-

r.

Senator PRYOR. He is just the Chairman of the Committee. That
is all. Thnk you, Mr. Chairman.

The CHAIRMAN. Surely. Thank you, sir.

Ms. Munoz?

Ms. MUNOZ. Yes. I want to add that the multiplying effect is also
seen in small businesses. If you have only the wage credit as pro-
posed by the President, what companies will do is contract jobs
through the small businesses in Puerto Rico, they will incorporate
it into their personal expenditures.

Also, it is very important for us to have this balanced economy.
We have a study and we will let you have it. We will send it to
you. That the multiplier for the average 936 company is 2.17 jobs.
And the average manufacturing job under 936 is almost two for
each job created, but for most industries almost four.

These are jobs that have an average of $26,000 to $30,000 salary,
average salary. You have a big multiplier in local supplies, in the
local economy and in the small business in commercial in the sec-
tors I derived from the primary money-making or economy for the
using sectors.

So we are talking about real jobs. I want to address also the fact
that in the 1970’s everybody was saying that we had a very big
petro chemical industry and everybody was saying that they were
threatening to go from Puerto Rico, the price of oil was raised, and
it was not true, and we should never believe that they had a lot
of money invested in Puerto Rico and they would never leave.

Well, the price of oil went up and they left Puerto Rico and we
lost many jobs there. So we cannot take lightly these threats to
leave Puerto Rico.

Already they are leaving for Santa Domingo, the pharmaceutical
are phasing out a 1,000 worker plant in Puerto Rico and relocate
in Santa Domingo in the Dominican Republic. So we are talking
about dealing Puerto Rico a very bold economy and making us very
much poorer and more dependent on welfare programs which is not
what we want. We want good jobs at good wages.

Mr. CARRION. Senator, may I got a dissent in here?

The CHAIRMAN. Yes, Mr. Carcion, and then Mr. Leonard. Was
that ycu, Dr. Costas?

Mr. COSTAS. Yes.

The CHAIRMAN. You first. I am sorry.

Dr. CosTAS-ELENA. I would like to point out to the distinguished
Chairman that anyone that resorts to multipliers to defend 936 is
implicitly recognizing that the direct data do not support or justify
the continued existence of 936.
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If the direct data were enough to justify, you would not need to
resort to multipliers, which are basically estimates or guess work.

Number two. Lester Thurow of MIT came down to Puerto Rico
in the 1970’s and he precisely pointed out the lack of linkages to
justify these alleged multipliers perennially used by the defenders
of the 936 and 931 tax exemption program of Puerto Rico.

Most recently Thomas Hexner and Glen Jenkins—Glen Jenkins
is the director of the Harvard Tax Program of International Stud-
ies—and he has pointed out the ridiculousness of these multipliers
and that they are basically just inventions of the defenders. And
he points out that if you actually use those multipliers you will
wind up with more people employed in Puerto Rico than there are
actually people in the entire labor force of Puerto Rico.

The CHAIRMAN. That is a complex thought. [Laughter.]

Mr. Leonard?

Mr. LEONARD. Thank you, Mr. Chairman. To the extent that
these multipliers, in fact, exist, I would like to point out that this
works in reverse as well. I mean, to the extent that we can show
that something like 10,000 mainland jobs have been destroyed in
this process, and you look at the multiplier numbers that are pre-
sented by some of the defenders of 936, you could make the argu-
ment that 20,000 to 30,000 jobs have, in fact, disappeared in the
mainland as a result of this migration to tax havens in the posses-
sions.

So I would just like to raise that point. That this situation can
be looked at from both ends.

The CHAIRMAN. Well that is entirely——

Mr. LEONARD. If, in fact, the multipliers exist.

The CHAIRMAN. This is one society and one economy where there
is this one sector of the economy has this special arrangement.

Mr. Carrion, the last word is yours.

Mr. CARRION. Thank you very much.

I would like to respond briefly to Senator Pryor’s comments. I be-
lieve that he was referring in that article to a study by the General
Accounting Office. I think it is appropriate to mention that that
study was done on a limited number of selected companies. I guess
it is just about 20 companies that really earn the larger portion of
the profits earned. o

But on the other hand, they represent the largest number of indi-
rect jobs created. I would like to respond to Mr. Costas-Elena, that
definitely the indirect job production is a fact. There is no way you
can escape from that fact. If you create a direct job, you have to
create some others around it. ‘ _

And particularly in the case of the higa-tech industries, they
have the highest multiplier effect because of the very nature of
their operation.

I would like to share with you also what we call Puerto Rico at
a glance. First of all, regarding the payment of taxes, I think that,
you know, much has been said that 936 companies do not pay an
taxes. Just for the record, first of all, under the profit split method,
936 companies do pay Federal income taxes on the 50 percent of
the income attributable to the U.S. sources. )

Secondly, they pay substantial amounts of income and withhold-
ing taxes to Puerto Rico. Let me give you some facts. The total in-
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come tax revenues of the government of Puerto Rico for 1992 was
$2.3 billion, of which the corporate income tax amounted to $1 bil-
lion, of which 936 corporate taxes amounted to $513 million.

The CHAIRMAN. A third of the corporate tax.

Mr. CARRION. Please note that 50 percent of the corporate income
taxes are paid by 936 companies.

On the other hand, about the so-called 936 funds, the funds have
been invested very, very well in Puerto Rico. We do have a very
strong regulatory process which governs how these funds are in-
vested. The amount of 936 funds invested in commercial finance,
is $6.7 billion; in housing financing, $4.8 billior,; in public sector fi-
nance, $4.1 billion; in CBI countries finance, $1.1 billion; and in
other general investments, $2 billion.

Most of this money is coming from the high tech companies that
do provide indirect jobs, that do provide 936 funds, and that do pro-
vide a very high quality of employment in Puerto Rico, not only on
a direct, but also on an indirect basis.

And I submit to you that in the same way that the distinguished
ﬂanel has just mentioned, that the loss of jobs in the States that

e proclaims, would create a very difficult indirect job loss in the
States, the same thing would happen in Puerto Rico, sir.

The CHAIRMAN. Well, I think we can all agree that there is noth-
ing really contradictory in what anyone has said here. The issue is
before us. We are very much in your debt for the testimony we
have. We are aware of how important this issue is. We are aware
that more than a few things depend on the outcome of our decision.

If I may say to Mr. Nunez, my first visit to Puerto Rico was a
half a century ago when I served in the U.S. Navy in 1946. I loved
it then and have loved it ever since.

We will have to deal with this in the general setting of our tax
measures. I will make it my business to sgolaak directly to the Presi-
dent about this, give him a sense that this involves larger issues
than simply revenue here, and we hope to settle them responsibly.

And if we do, it will be because we have had the advice and very
helpful counsel of each of you. So I want to thank you. And at 1:30
in the afternoon I declare our morning session adjourned.

(Whereupon, at 1:26 p.m., the hearing was adjourned.]
di:[:'lihe prepared statement of Senator Hatch appears in the appen-
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U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:33 a.m,, in
room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick
Moynihan (chairman of the committee) presiding.

Also Bresent: Senators Bradley, Breaux, Conrad, Packwood,
Chafee, Durenberger, Grassley, and Hatch.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE

The CHAIRMAN. Good morning to our distinguished witnesses and
our most welcome guests. This is to continue the series of hearings
that Senator Packwood and I have put together on the President’s
tax proposals as they are incorporated in the budget resolution.

e are most honored to have a panel of persons of unexampied
experience and authority, at least with this committee who will
give us their views, with respect to the investment tax credit and
some other business proposals.

Dr. Fred Bergsten, is Chairman of the Competitiveness Policy
Council and is well known to our committee; Mortimer Caplin, a
public official of great distinction and attorney in Washington right
now; Dr. James Gravelle, who is with the Congressional Research
Service in the cconomic policy area; Harry Sullivan, who is co-
chairman of the Tax Reform Action Coalition; and Peter McNeish,
who is secretary and member of the board of directors of the Small
Business Legislative Council.

As is our practice, we will go down the list as the witnesses ap-
pear in our witness list.

Senator Packwood?

Senator PACKWOOD. No opening statement, Mr. Chairman.

The CHAIRMAN. We wish to hear our witnesses. Dr. Bergsten,
good morning, sir. We begin with you.

STATEMENT OF C. FRED BERGSTEN, PH.D., CHAIRMAN,
COMPETITIVENESS POLICY COUNCIL, WASHINGTON, DC

Dr. BERGSTEN. Good morning, Mr. Chairman and Senator Pack-
wood. Thank you very much for the opportunity to testify.
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I am this morning, as you said, representing the Competitiveness
thcy Council, which, as you knew, is a 12-member national com-
mission created by the Congress several years ago, totally biparti-
san, 12 members appointed by the President, the Senate and the
House, comprised equally of business executives, labor union lead-
ers, government officials, and representatives of the public interest.

A month ago we presented our second report to the President
and the Congress, laying out a detailed blueprint for a comprehen-
sive, competitiveness strategy for the United States, attempting to
respond to the mandate that the Congress gave us in creating the
Commission several years ago.

We conclude that the United States, despite some recent
progress, continues to face major competitiveness problems and we
outline a comprehensive program that we think would deal with it.

We set several national %(éals for the United States. We think
productivity growth has to be raised from the less than 1 percent
rate of the last 20 years to at least 2 percent over the next few
years. We think economic growth has to be increased to at least a
3 to 3.5 percent average, and we want to eliminate the external
deficit that has led the United States to become the world’s leading
debtor country. e

Now I preface my remarks with this because these goals are es-
sential to the investment tax credit proposal which we support be-
fore the committee today. One of the areas of our competitiveness
strategy, which goes beyond what the administration has proposed,
i8 to support more private investment in the U.S. economy.

Our recommendation to double or more national productivity
growth re?uires a significant increase in both the quality and

uantity of private investment in the economy. All of our proposals
or im{)roving education, training, public infrastructure spending,
technology supports, improved corporate governance and the like
seek a bigger bang for every investment buck.

But in addition, we have to increase the share of the economy
that is devoted to investment. The U.S. invests less than any of our
major competitors, less than half as much as Japan. And in some
recent years, Japan has invested more than the United States in
absolute terms, with half the JJO ulation.

A modest part of the needed increase in U.S. investment will
come from public spending on infrastructure. The bulk, however,
has to be private investment in plant and equipment. Our council
concludes that the United States must increase the investment
share of our economy by at least 5 percentage points of the GNP
in order to meet our goal of doubling national productivity growth.
That is a conservative estimate.

Many observers—the Cik.D in its recent report, Marty Feldstein
in work he has done, would arguz that a much larger shift of re-
sources, on the order of 6 to 8 or even 10 percent of the GNP needs
to be shifted into private investment to get productivity growth up,
to increase our standard of living, to get the kind of economy we
want.

Now we know that the cost of capital is crucial in determining
the national investment rate. In fact, the user cost of most types
of production equipment has risen sharply over the past decade due
to tax increases on investment and equipment.
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So our council proposes three new tax incentives for private in-
vestment to reduce the user cost of capital, as well as to channel
private investment in the most productive directions.

First is a 10-percent equipment tax credit, limited to equipment
so we call it an equipment tax credit; and permanent for all firms
on either an incremental or a first dollar basis.

We also propose reirstatement of a permanent R&D tax credit
and more realistic depreciation periods. But I will focus today on
the investment tax credit since that is before your group.

I would ¢ int out that our proposals were formulated by our full
council of the quadri-partite nature I mentioned, and backed up by
a 29-member sub-council on manufacturing, composed of experts
from all walks of life. Members of that subcouncil included four
Senators—Bingaman, Levin, Lott and Roth—two members of the
House—Nancy Johnson and John LaFalce—and also Laura Tyson,
now Chairman of the CEA, who was then in the private sector.

Our council recommends a permanent equipment tay credit to in-
duce companies to invest more than they otherwise would in high
payoff investment equipment. We analyzed all the arguments
against this policy tool and found that most of them are aimed at
3 temporary credit, rather than the permanent credit that we en-
orse.

We agree that a temporary credit would lead to a bunching of in-
vestment rather than a permanent modification of incentives. So
we do not support the temporary credit.

By contrast, we believe a permanent equipment tax credit would
permanently increase the share of investment in the economy.
This, we believe, is an essential component of any competitiveness
strategy for the country’s economy and we strongly recommend it.

We believe that a permanent equipment tax credit would work.
During past periods when such a credit was in place, growth in
equipment spending rose strongly, in sharp contrast to periods
when the credit did not apply. There has been extensive research
that clearly shows a high correlation and highly probable causation
between equipment, investment and economic growth, suggesting a
ve% high rate of investment bang for buck of ETC tax expenditure.

e believe that an equipment tax credit would reduce tax reve-
nue in the shortrun. We strongly favor reasonable budget policies
and would want to pay for that in the overall budget ﬁpackage. But
it is important to understand that a well-designed eftective equip-
ment tax credit should pay for most, if not all, of its initial costs
within a few years by generating new production and employment
and we lay out the numbers that would permit that to happen.

Finally, three points in designing an equipment tax credit. Most
of our Council members believe that it is desirable, to put it that
way, to trade off a slightly higher corporate tax rate for an equip-
ment tax credit, and the other targeted tax credits that we propose.

Second, the equipment tax credits should not be covered by the
alternative minimum tax because that would truncate its impact.

Ard finally, in deciding whether to go incremental or first dollar,
which incidentally we had a split on within our group, we rec-
ommend you talk to the corporate CEO’s who are goingeto imple-
ment the thing and see what their best judgment would be.

Thank you.

« v P B Sp g
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_The CHAIRMAN. Thank you, sir. My goodness, that was a pro-
digiously preductive 5 minutes. [Laughter.] -
dixThe prepared statement of Dr. Bergsten appears in the appen-

The CHAIRMAN. Dr. Gravelle?

STATEMENT OF JANE G. GRAVELLE, PH.D., SENIOR SPECIAL-
IST, ECONOMIC POLICY, CONGRESSIONAL RESEARCH SERV-
ICE, LIBRARY OF CONGRESS, WASHINGTON, DC

Dr. GRAVELLE. Thank you. I thank you for the invitation to ap-
pear here today.

The President’s proposal includes a temporary incremental tax
credit for equipment purchases of large businesses, and a perma-
nent non-incremental credit for small businesses.

The permanent credit for small business is the single, largest

rmanent subsidy for business in the tax package. The temporary
arge business credit is a short-term stimulus program. And since
it does not introduce permanent changes, increases in spending are
likely to be borrowed from the future.

A temporary incremental credit should have more effect on in-
creasing spending per dollar of revenue loss than a regular credit.
There may be a case for such a fiscal stimulus, although some
economists may feel that such a stimulus is not needed this late
in the business cycle.

Some reservations, however, can be voiced about the temporary
credit. First, will it be successful and stimulating and increase
spending? There is not much evidence that the investment tax
credit operates effectively as an investment stimulus. One of the
reasons typically advanced for this weak, short-run effect is the
planning lag for capital expenditures.

For this reason, and because the credit will be retroactive, much
of the credit would inevitably accrue as a windfall to investments
that would have been made in any case.

Second, is the stimulus worth the administrative complications?
The credit has all the complications of a regular investment credit
in defining eligible assets, plus additional complications brought
about through its temporary and incremental aspects.

An incremental credit, in particular, creates problems in applica-
tion to new firms, firms that merge and split, partnerships and
leasing firms.

During 1992 there was discussion of a permanent incremental in-
vestment tax credit. A permanent incremental tax credit is prob-
ably impossible to design and would have certain economic draw-
backs, including a built-in tendency to exacerbate business cycles
and increase industry concentration.

Making the credit temporary avoids these problems and lessens
the general administrative problems associated with an incremen-
tal credit since firms have less of an incentive to manipulate the
base. At the same time, however, a tempcrary credit adds its own
set of complications in defining what expenditures fall within the
time frame.

A final question is what the implications for fairness are of large
differentia(ls and benefits across firms that will occur in part be-
cause of their past investment histories.
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In assessing the economic benefits surrounding the permanent
small business tax credit there are two issues that are both sepa-
rate and related. The first issue is why a subsidy should be di-
rected to equipment investment. The second is why an equipment
credit should be targeted to small business.

Turning to the first issue, conventional analysis of capital income
taxation usually suggests that providing subsidies for particular
types of investment is inefficient. The notion that tax neutrality
across investment contributes to economic efficiency was a fun-
damental philosophy behind the design of the Tax Reform Act of
1986, which repealed the investment credit in favor of lower tax
rates.

Now one recent claim that has attracted some attention is the ar-
gument that equipment investment contributes especially to eco-
nomic growth, largely based on a statistical study across countries
that showed a relationship between investment in equipment and
growth rates, especially with a subcategory of “high productivity”
countries.

While such new research is always intriguing, experience sug-
gests that one must be cautious about new statistical findings until
they are subject to scrutiny by others and replicated. The statistical
relationship found in this study, in particular, appeared to be heav-
ily influenced by the behavior of only a few countries.

A subsequent study found, in fact, that the relationship dis-
appeared among the high productivity countries when they were
restricted to OECD countries. Moreover, the relationship between
non-OECD countries became statistically insignificant if one coun-
try, Botswana, was eliminated from the sample. [Laughter.]

I do not want to take a lot of time with this study, but it is, I
think, a study Fred mentiored and a study that has been men-
tioned frequently as a justification for this credit.

Another argument for an investment credit is that it will in-
crease savings. This argument does not constitute an argument for
favoring equipment, per se. And there is, unfortunately, little evi-
dence that private savings rates are affected by changes in taxes.

The revenue devoted to subsidizing equipment investment would
prebably be more likely to contribute to the savings rate if it were
used to reduce the deficit.

The second issue is why a subsidy should be directed to small
business. Small businesses are largely unincorporated and are gen-
erally subject to lower tax2s than are large businesses that operate
in corporate form. The credit will simply increase an existing favor-
able treatment.

One argument is that small businesses create most new jobs. The
perception that existing small businesses create a large fraction of
new jobs dates from a study that has since been found to be incor-
rect.

But even if this argument were correct, and increasing small
firm jobs were the object of the investment credit, why subsidize
capital rather than wages? A subsidy for equipment could even re-
duce employment and encourages a aubstitution of capital for labor.

Some distributional issues might also be raised. Despite our
image of small business as struggling “mom and por” enterprises,
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as a statistical average owners of small business have five times
the wealth and almost twice the income of the average American.

Indeed, the smallest of small businesses will not benefit from the
investment credit because current law already enables them to ex-
pense up to $10,000 of equipment investment and they would not
also receive the credit.

This discussion is not meant to imply that there may not be le-
gitimate concerns about small businesses, such as access to capital
and regulatory and paperwork burdens. But the investment credit
will not address these concerns.

There are two final observations that might be made about the
small business credit. The first is that, as currently designed, there
is a notch problem since firms lose all credits when their receipts
rise above the dollar limit.

Second, whenever a tax provision for businesses is limited b
size, it tends to create some administrative problems. One suc
problem is the treatment of multiple ownership of firms. Another
problem is that taxpayers will have an incentive to arrange the
timing of receipts and investments in order to qualify.

Thank you very much.

The CHAIRMAN. Thank you, Dr. Gravelle. We are going to have
learn more about Botswana and future samples.
di:E'l;he prepared statement of Dr. Gravelle appears in the appen-

The CHAIRMAN. Mr. Sullivan, you are next.

STATEMENT OF HARRY SULLIVAN, CO-CHAIRMAN, TAX
REFORM ACTION COALITION, WASHINGTON, DC

Mr. SuLLvaN. Thank you, Mr. Chairman. My name is Harry
Sullivan. I am the senior vice president and general counsel of the
Food Marketing Institute. But I am also the co-chairman of the
Tax Reform Action Coalition and it is in that capacity, with TRAC,
that I appear today.

Prior to the enactment of the Tax Reform Act of 1986 very wide
disparities existed in the effective tax rates paid by different eco-
nomic sectors and even by individual firms within the same sec-
tors. While some businesses could substantially reduce their tax ob-
ligations through credits and deductions, others with the same tax-
able income could not because their activities, which generated
those credits, were not a significant part of their natural business
operations.

TRAC was founded in June of 1985 by business associations and
corporations which were committed to enacting tax reform which
would substantially reduce the then-existing statutory rate, both
the individual and corporate, in return for a reduction of the pref-
erences in the Code.

The coalition’s membership grew rapidly. By the time Tax Re-
form was enacted, TRAC’s membership had grown to 250 corpora-
tions and associations. All told, the coalition’s original membership
represented more than 100 of the Fortune 500 industrial companies
and over 1 million businesses nationwide.

Today, TRAC is even more broad-based, with 339 association and
corporate members. Our current membership roster is attached to
my written statement. TRAC enthusiastically supported the 1986
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Act because of the substantial reduction in marginal tax rates
which the Act provided in return for base broadening. This was
both fair and a desirable compact.

Throughout the process, TRAC focused solely on the issue of tax
rates and the coalition reiains that focus today. Mr. Chairman, as
you so well know, TRAC worhed closely with members of this com-
mittee to enact what was one of the most significant pieces of legis-
lation in modern political history.

The CHAIRMAN. If I may say, Mr. Sullivan, really primarily with
Senator Packwood and Bradley.

Mr. SULLIVAN. But we are recognizing you as a very important
part of the committee at the time.

The CHAIRMAN. Fine.

t' Mr. SULLIVAN. As well as others who were in the Senate at the
ime.

Senator BRADLEY. We certainly recognize that. [Laughter.]

The CHAIRMAN. Enough productivity.

Mr. SULLIVAN. As a fellow Irishman, I admire your modesty, sir.

The Tax Reform Act of 1986 represented much more than a re-
vamping of the Tax Code. It represented a victory of principal over
special interest and demonstrated that American politics can work
to the benefit of all the people, not a chosen few.

As you begin consideration of the tax components of the Presi-
dent’s proposals, it is important to remember that the core of the
Tax Reform was the shift of investment decisions to an economi-
cally motivated basis from a tax motivated basis. The President’s
prorosals reflect a reversal of the stunning achievements of the
1986 Act, namely restoration of special preferences and an increase
in the rates.

This tears at the fabric of tax reform. It will recreate the unfair-
ness and inefficiency of the pre-1986 law. TRAC strongly urges you
and the committee to not do this. In furtherance of this viewpoint,
we urge you to abandon the proposed temporary ITC and leave cor-
porate tax rates alone.

The ITC has virtually no support in the business community, re-
taining the corporate tax rate at its current level certainly does.

TRAC wishes to note that the increase in the individual rates
will also have a devastating effect on businesses which pay taxes
as individuals. Most of these businesses are small to medium-sized
and have provided the largest share of new job in the country over
the past 10 years.

This increase in their taxes will seriously undermine the ability
of small business owners to reinvest profits from fledgling enter-
prises and create new jobs and grow. Indeed, in many respects
smaller businesses are the hardest hit by the President’s proposals.

In conclusion, TRAC supported the 198€¢ Tax Reform Act because
of the rates it contained and the promise that those rates held were
sound economics and tax equity. We supported base broadening
through the elimination of preferences. This was the lynch-pin with
the 1986 compact.

With profound respect for this landmark legislation, we strongly
urge you to not increase the rates, not restore the preferences.

Thank you, Mr. Chairman.

L e
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The CHAIRMAN. Thank you, Mr. Sullivan. And thank you in par-
ticular for Appendix B which is an exorbitantly interesting com-
parison of the spread between individual and corporate rates.

We now have the lowest corporate rates in osur history with the
exception of 1 year. This, of course, is very much due to the work
of Senators Packwood and Bradley and the committee.
db[('lihe prepared statement of Mr. Sullivan appears in the appen-

The CHAIRMAN. We will go right ahead to Mr. McNeish who is
testifying on behalf of the Small Business Legislative Council.

Senator PACKWOOD. Let me say something on behalt’ of Senator
Bradley and myself. You were correct in Senator Moynihan’s part
in that act. We had a little, small working group that would meet
each morning and he was part of that. New York had more interest
that did not want us to do what we did in any other single State
and every single thing we did affected one of Pat’s constituents in
one way or another.

And it was Pat that introduced us to the passive loss concept of—
who was that fellow that was President of the New York Tax Bar
Association who came here and testified at your suggestion.

The CHAIRMAN. That is right. But need you remind me of that?
[Laughter.]

Mr. McNeish, good morning, sir.

STATEMENT OF PETER McNEISH, SECRETARY AND MEMBER,
BOARD OF DIRECTORS, SMALL BUSINESS LEGISLATIVE
COUNCIL, WASHINGTON, DC

Mr. McNEISH. Thank you, Mr. Chairman, Senator Packwood,
Senator Bradley. In my full-time job I am president of the National
Association of Small Business Investment Companies. Today I have
the pleasure to testify on behalf of the SBLC in my capacity as an
officer and member of the board of directors of that organization.

SBLC is a coalition of some 100 trade and professional associa-
tions that share a common commitment to small business. Our
members represent interests in some 5 million small firms in such
diverse economic sectors as manufacturing, retailing, professional
services, finance, construction, transportation and agriculture.

At the outset I would like to make two general observations.
First, SBLC is on record as commending President Clinton for of-
fering the Nation and small business a vision for economic change.
Certainly there are items in this package that give us serious con-
cern, but we are very hopeful that the legislative process can refine.
and smooth out those problems.

Second, for the last 3 years SBLC has vigorously pursued a four-
point strategy for economic recovery. Our four-point plan includes
incentives to restore consumer confidence, incentives to restore
business confidence, to increase affordable credit for small business
and to eliminate nnnecessary government regulations.

For our purposes today, the most relevant aspect of our plan is
to call for incentives to restore business confidence. And one of
SBLC's guiding principles in that regard is that the Tax Code
should be used to direct economic activity which will encourage the
growth of small business.
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This certainly includes our consistent support for and incentive
in the form of a meaningful and workable tax credit for small busi-
ness investment in plant and equipment. We believe that if a per-
manent ITC is properly structured it will reduce the marginal cost
of capital sufficiently to promote increased investments by small
business and productive plant and equipment.

In turn, these additional expenditures will create new jobs and
stimulate growth in the economy.

Let me just turn to the President’s specific proposal for the small
business ITC. At first glance the proposed permanent ITC for firms
under $5 million gross receipts would seem to hit the market in
terms of a viable, economic constituency.

If based on size, most small busiresses in that universe would
be eligible for the credit. And you might ask, why isn’t the small
business community jumping for job. I must tell you, the enthu-
siasm of our membership is not overwhelming. This is from a group
that has said it will work with the President on his proposal and
an organization that has long supported the ITC.

We do believe that ITC will restore business confidence as I indi-
cated before. But truly the devil is in the details. In our view, the
proposed credit must be modified in several material respects to
achieve this goal. We see four basic reasons for change.

One relates to the qualification standard of the credit. The sec-
ond involves the structure of the proposed credit itself. The third
relates to the expansion of direct expensing as an option. The
fourth involves the impact of the President’s overall tax proposal.

As to the qualification standard, the statistics suggest that a sub-
stantial number of small firms important to the job creation proc-
ess would fall outside the President’s size definition of $5 million
or less in gross receipts. This is particularly true in such fields as
manufacturing and construction, where even SBA’s definition of
small firms includes companies with a $7 million to $17 million in
annual receipts.

In our view, it would be a mistake to admit these productive job
creators. We recommend the qualification threshold for the small
})iusiness ITC be raised to at least $10 million and possibly $15 mil-

on.

As to the structure of the ITC, the proposal simply has too many
restrictions attached to it to have the desired user impact. While
the credit structure is a nominal rate of 7 percent for the first 2
years and 5 percent thereafter, in fact, it yields a much lower effec-
tive rate.

The value of the credit is materially diluted by tying the grad-
uated rate structure to the recovery class life of the assets. It is
further diluted in value as a result of the required basis adjust-
ment to the asset.

When all is said and done and a permanent nominal 5 percent
rate is in force, depending on the assets involved and the taxable
income bracket of the taxpayer, we are looking at an effective rate
for small firms ranging from slightly more than 1 percent to just
under 4 percent in 1995 and thereafter.

Depending on the assets involved and the tax status of any busi-
ness, expansion of direct expensing under Section 179 may provide
a better opportunity for small business to make capital expendi-
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tures. Currently, that section allows small business to write off the
first $10,000 of such expenditures in the first year.

In the absence of an ITC, this provision allows small business to
weather the streams of immediate capital asset acquisitions by al-
lowing that immediate writeoff. The history is that the two White
House conferences on small business strongly supported those
expensing provisions and their increase, and even pairing them
with a new effective ITC.

For some small firms increasing the Section 179 deductions to
$25,000 may be a preferable option to the ITC, particularly with
an ITC with the restrictions as proposed by the President.

In the absence of an ITC, we would be rather fanatical support-
ers of expanding a direct expensing provision. However, we do be-
lieve the best option is to have an expanded direct expensing provi-
sion that augments ITC. Both serve a value purp.se in slightly dif-
ferent ways and accommodation of the two incentives, mutually ex-
clusive in terms of the user, would increase the number of small
businesses able to avail themselves of some immediate cost recov-
ery.

Finally, we need to look at the overall impact of the President’s
tax proposals. The enthusiasm of the small business community for
the ITC is seriously tempered by the rest of the President’s pack-
a}%e. I would be hard pressed to say there is a real balance between
the two.

As a practical matter, the ITC is the principal item in the plus
column. On the negative side, the vast majority of small business
owners, as sole proprietors, partners or as S corporation sharehold-
ers, are most divectly affected by personal rate changes.

The basic prodlem is that both personal wealth and business
earnings for many small firms are taxed to the personal rate struc-
ture. Only 2 million ccrporate taxpayers pay taxes on a corporate
rate business and all other businesses use the personal rate struc-
ture. Yo

And although it may appear on a personal return, taxable income
of a small firm are the retained earnings of a company poised to
make capital investments and create jobs. -

This creates a significant competitive disadvantage with the indi-
vidual rate structure at 39.6 percent; the corporate rate structure
is significantly less, either 34 or 36 percent.

In conclusion, Mr. Chairman, we believe that appropriate
changes in the Tax Code can effectively stimulate small business
to the economy and create jobs. We would like to help work with
the committee to change those margins.

Thank you.

The CHAIRMAN. We thank you very much, Mr. McNeish.

(The prepared statement of Mr. McNeish appears in the appen-
dix.]

The CHAIRMAN. Now to conclude our panel, an old friend of this
committee, a distinguished public citizen, a public servant over
years, and at one time the Commissioner of the Internal Revenue
Service, Mortimer Caplin. Good morning, sir.
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STATEMENT OF MORTIMER M. CAPLIN, PARTNER, CAPLIN &
DRYSDALE, WASHINGTON, DC

Mr. CAPLIN. Good morning, Mr. Chairman, and members of the
committee. It is a real pleasure to be back here again. I did serve
as Commissioner of Internal Revenue under Presidents Kennedy
and Johnson during the 1961-64 time frame and I am now a mem-
ber of a law firm here in Washington, Caplin & Drysdale.

I am pleased to appear at your invitation. I will not read my full
statement, which I leave for the record, and I will focus on my
summary.

I suggest to the committee that it should eliminate both the pro-
posed investment tax credits—the 2-year incremental credit——

The CHAIRMAN. Now you were involved in the establishment of
the first investment tax credit; were you not, sir?

Mr. CAPLIN. Yes, and I am going to comment on that right now.
I feel the permanent ITC for small business, as well as the incre-
mental, should not be adopted. My views are based upon my expe-
rience with the credit. Dating back to the 1960’s, I participated in
the develolp&ment of the ITC concept, first as a member of Presi-
dent-elect Kennedy’s Task Force on Taxation and later as Commis-
sioner of Internal Revenue, called on to help draft regulations and
to ’Folice the whole application of ITC.

he House Ways and Means Committee had rejected our sugges-
tion for a 15 percent incremental ITC as too complex and erratic
in its application and it finally emerged as an across-the-board ITC
for new and, to a limited extent, used equipment, tangible personal
property. We excluded any “building and its structural compo-
nents.”

Now throughout my years as a lawyer, and a former tax collec-
tor, and a member of a number of corporate Board of Directers, I
have never been impressed by the impact that the ITC had on deci-
sionmaking to increase investment. Most businessmen I know
make acquisitions of machinery and equipment to enhance produc-
tion, not for a 7 percent or a 10 percent ITC.

The on-again, off-again history of the ITC provides little proof
that by itself it has a large affect on capital formation. Ms.
Gravelle has studied that issue carefully and I have leaned on
some of her studies.

Although the timing of the expenditures may be affected, much
of the prior ITC was wasted on investments that would have been
made in any event.

Economists differ sharply on whether an ITC is an efficient, cost-
effective means of stimulating the economy and contributing to
long-term growth. Some have concluded though that for each dollar
spent by the Treasury on the ITC considerably less than $1 of in-
creased investment was, in fact, produced.

I should say that administering an ITC and overseeing compli-
ance with its terms are a nightmare. It is difficult and it is costly.
Drafting the statute and the regulations, as has (f'ust been pointed
out, to define new tangible personal property and separate it from
“structural components” of a building is complex and demands
some very fine line drawing.

Then, taxpayers will distort their normal decisionmaking to
gqueeze themselves, squeeze their transactions, into the ITC mold.

T



70

And not unknown is the mislabeling and the use of misleading ter-
minology to avoid IRS detection. é‘o some of these projections on
the revenue loss are really greatly understated.

There was an injunctive proceeding against a major firm which
had been recommending some of this mislabeling. Concrete block
walls, which were not qualified, were told to be labeled “knock-out
panels.” A section of roof on building were told to be labeled “equip-
ment support.” Fixed walls, call them “movable partitions-gypsum;”
and doors, call them “movable partitions-wood.”

Now it is amazing the games people play to try to craft them-
selves into the ITC.

. The CHAIRMAN. Being a tax collector, as you say, can be a disillu-
sioning experience.

Mr. CAPLIN. Well, it gives you a realistic view of the world. Let’s
put it that way.

Besides using traditional machinery and equipment—that is
what everybody is talking about as a base for ITC claims—tax-
payers have been before the IRS and the courts defending claims
on a broad range of questionable items.

I have given you a few examples here—movable ceilings, ski
slopes and earthen ramps, catwalks, amusement park rides, bath
houses and fixtures, egg processing structures, drive-up
tellerbooths, gasoline pump canopies, master film strips, “reproduc-
tion masters” of original Picasso works, book rights, et cetera. The
government has won all these cases, but the courts were clogged.

Although the 1986 Tax Reform Act went a long way in curtailing
tax shelter abuse, there is still room left for creative packaging of
tax shelters and reenacting ITC’s would act as a stimulant to the
whole tax shelter industry.

I would like to say that the President’s proposals taken as a
whole contain enough essential ingredients to whet the appetites of
hungry tax shelter promoters. Just take a look at the package:
higher tax rates tied to an already broadened and tougher tax base;
capital gains preferences with a 30-percent reduction in the top
rate for higher taxpayers plus a 50-percent exclusion for targeted
capital gains for “qualified small business stock;” partial repcal of
the passive loss rules for real estate professionals; introduction of
the ITC's; and even the enterprise zone benefits—all available to
be packaged together for the right customers.

In such a setting adroit and ingenious tax planning should not
be underestimated.

I would juet like to summarize with this. The ITC’s run com-
letely counter to the philosophy of the 1986 Act. It turns the clock
ack. The 1986 Act was aimed at broadening our tax base while

coupling it with a lower marginal rate structure—and a 1-percent
rate increase today is much more potent than it was before 1986.

The CHAIRMAN. Oh, yes.

Mr. CAPLIN. The 1986 Act was grounded on eliminating tax pref-
erences and avoiding micro-management of the economy by select-
ing particular activities or industries for special rates or other tax
benefits, and encouraging taxpayers to make business decisions
based on sound economic criteria rather than tax inducements.

Our Nation would better be served by a tax system that contin-
ues in the 1986 Act direction—one not diverted by a temporary or
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r:nanent tax incentive heralded as an imagined economic stimu-
ant.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Caplin appears in the appendix.]

The CHAIRMAN. We thank you, sir. It certainly will be a relief to
many petzﬁﬂe out there in Gucci Gulch to know that the opportuni-
Eiees] for adroit and ingenious tax planning will not dry up. [Laugh-

r.

The CHAIRMAN. I must say that Dr. Bergsten has to leave by
10:20. If our committee would address questions to him with that
in mind, that would be helpful.

I would like simply to make just a general question to you. Dr.
Alan Greenspan came and opened this series. We asked him about
this question that troubles us all, this issue, that we are in a recov-
ery after a recession where the business cycle is up. But employ-
ment is scarcely moving.

You know, that this is a jobless recovery, as it has been called.
He offered the thought that in this cycle, the largest contribution
to the economic growth has come from productivity increase.

Dr. Gravelle, we know you followed that very carefully; and, Dr.
Bergsten, that is your full concern in life. I asked him to senc the
information on it. He just sent little bar charts which show that—
of the contribution of productivity growih to output growth, going
back to the 1961 recovery—that the highest by far has been the
most recent one.

He suggested that computer programs were breaking into a lot
of sectors that had not been before and this is one of the prime
movers. I would ask anyone who has any comments; first, you, sir,
of course.

Dr. BERGSTEN. Well, one question is to ask how much of this re-
cent burst in productivity growth that did stimulate the recovery
in recent quarters is permanent and how much is temporary?

Economists have not heen very good, frankly, in discerning the
causes of productivity growth and what may be motivated in the
future. But one of the best students of that is Robert Gordon from
Northwestern University who has done the most careful analysis of
the recent productivity burst, and asked how much of it is perma-
nent and how much is temporary.

He concluded, and Charlie Schultz 2t Brookings who commented
on a paper he gave recently, tendea to agree that a little bit of the
burst is permanent but not much. To use round numbers, U.S. pro-
ductivity growth over the last 20 years has been 1 percent a year,
compared with 2.5 in the earlier post-war period. Our council says
we have to get it back at least to 2 percent a year.

Last year it came in at about 3 percent. How much of that 3 per-
cent is permanent? What Gordon and Charlie Schultz basically con-
cluded is that maybe two-tenths of 1 percent of it was permanent.
Maybe we are up from 1 to 1.2 as a result of the restructuring that
has gone on in industry, some of the other changes that have been
made, perhaps including tax changes, but we are still a long way
from getting back to anything like the permanent productivity
growth rates that we need for standard of living improvements and
restoration of American competitiveness.
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The CHAIRMAN. I do not want to keep my other Senators from
asking questions. But does anyone else wish to comment?

[No response.]

Senator Packwood?

Senator PACKWOOD. No, go ahead if they want to comment.

Dr. GRAVELLE. Well, I think I agree with Fred. It is very hard
to explain. We have been notoriously bad at understanding why
productivity rates change.

l’}'he CHAIRMAN. It is not the worse problem to have, explaining
why.

Dr. GRAVELLE. No. Unless you bhave it because unemployment is
up, then it is bad to have.

The CHAIRMAN. No, I mean if you have to explain a problem, the
problem of 3 percent productivity is not bad.

Dr. GRAVELLE. That is rizht. But we had productivity drop dra-
matically in the mid-1970’s ard we have really never understood
for sure why. So it is not an easy question to answer. It is not an
ea%y thing to explain.

he CHAIRMAN. Could I tell just one war story? Mortimer Caplin
would be interested. In 1963, for the first time ever, a group of
Americans, the American Sociology Association, was invited to send
a delegation to the Soviet Union, at a time when this did not hap-
pen.

They went over and they met with their great academic counter-
&arts and they thought that there would be intense discussions of

arxism and alienation and all the issues that had been bothering
them all these years. They were fascinated to hear what people
they had not heard from in half a century had to think.

he only thing the Russians wanted to talk about was productiv-
ity. That 1s the only thing the American academics knew nothing
about. {Laughter.]

Productivity was what we had, you know. Doesn’t everybody
have productivity? They came back just absolutely shattered. They
had been a complete disappointment to their guests, and their
hosts, and were frustrated themselves. But we had it and now we
do not have it. Maybe that is what we know about it.

Dr. BERGSTEN. But you are also saying they thought it was a so-
ciological phenomenon.

The CHAIRMAN. Oh, sure. Yes. I mean, they saw it as the central
Eroblem. I was then Assistant Secretary of Labor in charge of the

ureau of Labor Statistics—nominally in charge. You know, the
productivity data would come in every year and you would say,
okay, fine, put it there, thank you. It was up again. You know, it
was always up again, nothing interesting about that.

Then as we found out with them, it was a preoccupation. They
could not get productivity out of their system. They knew it. Every-
body in Russia, all the Russians knew it. The only people that did
not s‘sipot it was the CIA, which had their productivity roaring
ahead.

Senator Packwood?

Senator PACKwouD. Dr. Bergsten, what is equipment?

Dr. BERGSTEN. Well, that is a good question. I am not a lawyer
vvhol tries to define it in the terms that you need for implementing
tax law.

q}g
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Senator PACKWOOD. Give me whatever definition you can. But
then I am going to ask Mr. Caplin a little later on to use his fertile
mind and give me some examples as to what he thinks you might
try to do if you had an equipment definition, and some of the
things you might try fit into the equipment definition.

Go ahead.

Dr. BERGSTEN. I basically equate it to productive machinery.

Senator PACKWOOD. What does that mean?

Dr. BERGSTEN. Well, those are hard——

Senater PACKWOOD. Are they personal computers that you have
on your desk?

Dr. BERGSTEN. They could include that.

Senator PACKWOOD. Do they? I am kind of curious if we are
going to adopt this definition as to what it is.

Dr. BERGSTEN. I would include that in my definition.

Senator PACKWOOD. Would everybody?

Dr. BERGSTEN. I think most would.

Senator PACKWOOD. Okay. What else?

Dr. BERGSTEN. As Senator Moynihan said, the advent of wide-
spread computer usage probably has been one of the sources of this
productivity pickup of late and we would want to encourage that.

Senator PACKwWOOD. Here is what I am afraid of. We adopt your
definition and you are not sure what it is. So we say equipment
gets this credit. We just say equipment. Now what is going to hap-
pen? I was intrigued with Mr. Caplin’s movable walls or doors or
something like that. Are people going to try to define everything as
equipment?

Dr. BERGSTEN. Let me just note that in the studies several of us
have referred to that have underpinned this case that investment
in equipment pays off heavily, it has been defined largely as ma-
chinery.

Seg}abor PACkwoOD. For United Parcel Service, are trucks equip-
ment?

Dr. BERGSTEN. I would call that transportation equipment. It is
so defined in most of the statistical series.

Senator PACKWOOD. So it would fit within your definition?

Dr. BERGSTEN. I think so.

Senator PACKwOOD. Their airplanes would fit within your defini-
tion?

Dr. BERGSTEN. Yes.

Senator PACKwoOD. Well, what would not fit within your defini-
tion other than building?

Dr. BERGSTEN. Buildings, real estate.

Senator PACKwooD. No, other than buildings or real estate.
What would not be equipment?

The CHAIRMAN. Well, I just want to interrupt right there. How
could a building not be equipment? If you take a seven-story build-
ing out of lower Manhattar. where people have to use freight ele-
vators to go up and down and move stuff around on trucks and you
go out to New Jersey and it is not like that in the suburbs out
there, surely that is a piece of equipment that produces more prod-
uct. [Laughter.]

1Y
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Senator PACKWOOD. I think you could make a goed argument.
But I do not think Dr. Bergsten means that building to be equip-
ment, do you?

Dr. BERGSTEN. We do not and we do not mean most kinds of real
estate investment.

Senator PACKWOOD. But this was never an investment for the in-
vestment tax credit under the old law?

Dr. BERGSTEN. That is right. I was going to say, this issue has
been answered in the past because of what the credit—-

Senator PACKWOOD. What you are going back to in terms of defi-
nition is basically the old law.

Dr. BERGSTEN. In very large part, that is right.

Senator PACKWOOD. Then you are going back to the old tax credit
definition of what gets the credit?

Dr. BERGSTEN. That is basically right.

Senator PACKWOOD. Okay.

Dr. BERGSTEN. That is basically right.

Senator PACKWOOD. I like it all the less now.

Dr. BERGSTEN. We wanted to highlight the fact that it is equip-
ment and not rcal estate. We wanted to call i¢ that to highlight the
fact. But in substance, you are right.

Senator PACKWOOD. The reason 1 asked you that is because sev-
eral groups have been around very narrowly defining equipment as
something that fits into just their business and they say it does not
apply to personal computers, it only applies to die stamping ma-
chines used east of the West Meridian or something like that.

Dr. BERGSTEN. Right. Senator Packwood, it is equipment, too.

Senator PACKwWOOD. I think so. { think that is exactly it.

Dr. BERGSTEN. It gets pushed, too, by various taxpayers. They
want to include their item. The whole motion picture industry,
whether or not a film qualifies for the investment tax credit. It was
finally put in the statute and there will be more and more pressure
for more items to go into the statute.

The CHAIRMAN. I simply made the point about buildings because
one thing you know about productivity in the United States is the
advent of the automobile assembly line and that is a building. It
has never been considered equipment, but it clearly is related to
productivity.

Senator Bradley?

Senator BRADLEY. Thank you very much, Mr. Chairman.

There are a lot of things to cover. Let me just ask a point of clari-
fication from the last question. Quickiy, Dr. Bergsten, you said the
3-percent productivity growth really added only 2 percent perma-
nent.

Dr. BERGSTEN. Two-tenths of 1 percent.
hSenatgr BRADLEY. Two-tenths of 1 percent permanent. What was
the rest?

Dr. BERGSTEN. The Bob Gordon analysis suggested it was the
typical catch-up phenomenon that occurs in recovery periods.

R‘he CHAIRMAN. But it had not occurred earlier, Dr. Bergsten.

Dr. BERGSTEN. No.

The CHAIRMAN. In the last 30 years.

Dr. BERGSTEN. What you should do is actually have Gordon up
and put his analysis in the record. But his basic conclusion is that
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in the late 1980’s we had an abnormal turn down in productivity
grovrth, some of which was then recouped in the recovery period in
the 'ast year or 18 months.

But we essentially simply got back to that one point per year
grovith path that we have been on for the last 20 years with maybe
a little more. That is the basic conclusion of his analysis.

Senator BRADLEY. Well, I do not want to use all of my time on
that. But I was curious to kind of get in at a little deeper level.
If aryone wants to help me through that with some note or some
comriaent, I would appreciate it.

Mr. Sullivan, does the ITC penalize corporations who invest in
worker retraining as opposed to equipment or fixed investment?

Mr. SULLIVAN. Yes. It makes the cost of labor, versus capital and
equipment, more expensive vis-a-vis each other.

The CHAIRMAN. Mr. Sullivan, would you say that a little more
emphatically. It is a matter we want to get clear. You said yes.
[Laughter.]

Mr. SULLIVAN. Yes. [Laughter.]

It very much does.

Senator BRADLEY. Okay.

Mr. SULLIVAN. While there are other things happening that will
increase the cost of labor and cost pressures, whether they are
fringe benefits, costs of health care, all the other pressures on
labor, the difficulty of finding new jobs and financing them, we
would be tilting the other way.

Senator BRADLEY. And does it not penalize service firms as op-
posed to manufacturing firms?

Mr. SULLIVAN. It tilts that way. In my own situation, I work with
supermarkets and I sat here and sympathized with Commissioner
Caplin as the tax collector. I know how much effort they put into
collecting that.

Senator BRADLEY. Right.

Mr. SULLIVAN. As supermarket operators, we, naturally, if it is
in the Code want to qualify and much of that did not qualify in the
previous Code.

Senator BRADLEY. Right. Now does not an incremental credit also
penalize those firms who have been making investment, over the
base period of time? If you have been out there making invest-
ments and you have been, according to the authors of the ITC, a
good citizen, and the incremental comes along, you do not get any-
thing? Right? You are penalized, are you not?

Mr. SULLIVAN. Relatively speaking, if you have been doing zero
in terms of investment, you are better off now under the new situa-
tion than those who have been having a steady stream, plowing
money back into the firms.

Senator BRADLEY. Right. But if you have done nothing, if you
have not invested in equipment to give your workers a better
chance to be more productive, are you not rewarded with this incre-
mental credit?

Mr. SULLIVAN. Your timing is excellent then. If it were enacted
and then you invested, your tfming would be excellent. )
Senator BRADLEY. Okay. That kind of sets a perverse set of in-
centives.
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Let me ask Dr. Gravelle, there are claims that this is a stimulus.
What is your reaction to the thought that a $15 billion tax incen-
tive for a narrow category of investment is a stimulus to u $6 tril-
lion economy?

Dr. GRAVELLE. Well, it is pretty small potatues, obviously.

Senator BRADLEY. Pretty small potatoes?

Dr. GRAVELLE. That is right. It is certainly not going to appre-
ciably affect the course of this recovery and, of course, that is even
assuming it works. Again, when we try to uncover statistical evi-
dence that an investment credit works, it is very hard to find chat
kind of relationship.

Senator BRADLEY. Could you just once more make the point for
some of the members who just arrived? You did an interesting little
analysis in which you took only those high productive countries
that are in OECD.

Dr. GRAVELLE. Right. The original study divided countries into—
looked at all the countries together and found this relationship be-
tween investment in equipment and growth and then they divided
them into so-called high productivity countries and low productivity
countries. They have had a much more powerful relationship in the
high productivity countries.

o all ﬁou have to do is look at their scatter diagrams and you
can see that there are just a few countries that are sort of dominat-
ing this relationship.

o another set of researchers—one of them was Alan Arbach—
said let’s take the sample and just split it into a sort of typical
split, OECD countries and non-OECD countries. The relacicnship
disappeared with OECD countries and in the non-OECD countries
it disappeared if you removed one country, Botswana, from the
sample.

Senator PACKWOOD. You mean it just appeared in the OECD
countries whether or not they had the investment tax credit or not.

Dr. GRAVELLE. Well, they were trying to look at a relationship
between equipment investment and growth rates. Basically, the
statistical relationship disappeared in that case. So we would say
this is not a robust piece of evidence.

Senator BRADLEY. In a Third World country if you replace a
horse with a truck, you increase your productivity. {f you replace
a 1956 truck with a 1957 truck in a developed country, there is a
marginal impact on your productivity. Along those lines.

Dr. GRAVELLE. Well, that is what you would think. Yes.

Senator BRADLEY. One other point that you made that I think is
very important and I was a little surprised about: that was your
point about small business not being the engine of jobs and also in
terms of being already the recipient of significant tax benefits.

You know, there are two kinds of investment tax credits in this
package and one is for small business. To what extent can you help
us think that through again?

Dr. GRAVELLE. Well, there was a study that was done about, 1
guess, a little over 10 years ago that said small businesses created
the vast majority of jobs. There was a mistake made in the study
in classifying businesses apparently.

But when researchers went and looked at this again, what they
found is it is not that existing small businesses create jobs, it is
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that new businesses create jobs and new businesses are born small.
They do not start big, usually. That is important, for one thing be-
cause new businesses do not usually benefit from any kind of tax
subsidy because they usually have losses and many of them fail.
About 60 to 80 percent of these new businesses fail before they can
even use the credit.

So the ordinary ongoing small business does not create a dis-
proportionate share of jobs. Again, as I said in my testimony, even
if you wanted for some reason to stimulate jobs in small busi-
nesses, I do not understand why people are talking about invest-
ment credits, which is for a competing factor, a substitutable factor.

If we go back to what I would call the default position in econom-
ics—that you want to be neutral—then what you discover is that
on average unincorporated businesses have about half the tax rates
of incorporated businesses. So they are already subject to favorable
tax treatment.

What a lot of economists spent a lot of time analyzing and made
their careers out of is analyzing the affect of this differential be-
tween corporate and noncorporate taxes.

Now with the equipment tax credit, this effective tax rate will
fall from about half to about a quarter of the effective tax rate of
large businesses.

Senator BRADLEY. Now on the last small business point. If I
could just ask Mr. McNeish, you do not support the investment tax
credit that was proposed in this package.

Mr. McNEISH. We would support it with modifications.

Senator BRADLEY. But you do not support it as it is now written?

Mr. McNEISH. Frankly, our membership is very mixed on the
issue and would strongly recommend improvements on it, yes.

Senator BRADLEY. But you do not support it as it is now written?

The CHAIRMAN. Come on, Mr. McNeish, you may say yer.

Mr. McNEISH. Yes, sir. [Laughter.]

The CHAIRMAN. No, not yes, sir. We have your testimony, sir.
[Laughter.]

Mr. McNEIsH. Yes, sir. If I could, Mr. Chairman, though to take
issue with Ms. Gravelle’s comments on small business creating
jobs, I think recent government studies, as well as the private
study she referreu to 10 years ago, which were challenged and
rechallenged—and I am not sure that original issue was resolved—
but even the government studies, including those of the Small
Business Administration show clearly that small business is the
great creator of jobs in this country, and is the engine of job cre-
ation.

The CHAIRMAN. I think Dr. Gravelle made what was for me an
illuminating point, which is that new businesses create jobs and
new businesses are small.

Vé'hy don’t we ask each of you, invite you and urge you to give
us data.

Mr. McNEIsH. We would be pleased to do that.

The CHAIRMAN. And we can always contact you, Dr. Gravelle, be-
cause happily you are the Congressional Research Service.

Dr. GRAVELLE. That is right.

The CHAIRMAN. Dr. Bergsten?
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Dr. BERGSTEN. I would like to give one sentence of response, if
I could, to three of Senator Bradley’s questions.

The CHAIRMAN. Please.

Dr. BERGSTEN. First, the question about the incremental credit,
a firm that has already invested a lot could still be induced to do
more if you define incremental as the previous investment to sales
ratio. To me that is a sensible way to do it. We came out agnostic
between incremental and first dollar. But you can design it in a
way that would sti!. give an incentive for more investment for
firms that have invested a lot in the past.

Second, you asked about the short-term stimulus. Our council at
least thinks you should not view the investment tax credit proposal
as a short-term stimulus. Either do it on a permanent basis as an
effort to raise the share of investment in the economy for the long
run to get productivity up or do not do it.

Third, on the study we have discussed, I have a little different
reading than Ms. Gravelle. The coefficients coming out of the study
itself show that when you look at the OECD nations only you still
%?t a reasonably strong correlation with machinery investment.

ot as strong as when everybody is in, but still reasonably strong.

But seccnd, if you go back and take the whole array of countries
at an earlier base period, say, 1950 when Argentina, Uruguay and
others were in the high-income category and ask why they stayed
behind and others went ahead, equipment investment plays a big
role in that outcome.

Senator BRADLEY. Politics played no role.

The CHAIRMAN. Trade, politics.

Senator BRADLEY. Governments, you know.

Dr. BERGSTEN. There are lots of variables. I have mentioned only
two countries. There are more. The point is, if you take the long
swing, which you should in looking at productivity growth, not just
cyclical and short-term developments, one reason why countries
have diverged over long periods of time is the amount of invest-
ment they put in this regime.

The basic point Senator Bradley makes is right. You have to look
at an investment tax credit or any proposal in this area as part of
a broad economic strategy to improve our productivity and competi-
tiveness. The only point is, that getting private investment up sub-
stantially has got to be an important part of any such strategy. It
is not going to save the day by itself. But without it, you are not
going to get very far with your other things.

Senator BRADLEY. Would you rather reduce the deficit or have an
investment tax credit?

Dr. BERGSTEN. I would rather reduce the deficit.

Senator BRADLEY. Thank you.

Dr. BERGSTEN. But I think the two are complimentary.

The CHAIRMAN. Dr. Bergsten, this i§ just to say we do know of
y}(;ur scheduling problem and if you have to go we will understand
that.

Dr. BERGSTEN. I will wait a few more minutes.

The CHAIRMAN. Senator Breaux?

Senator BREAUX. Thank you very much. I would like to thank the
panel. I am sorry I missed your testimony. I am sure it was right
on target.



79

Let me ask not a technical question at all, but make a political
observation. Anybody who wants to comment on it, I would like to
hear you. Every week and every day and every hour we are be-
sieged by constituents and people that we represent asking us to
dghone thing or the other, or perhaps to not do one thing or the
other. :

It seems to me that on this proposal the small business invest-
ment tax credit at $16 billion and the incremental investment tax
credit at apfroximately $13 billion, that no one is beating down our
doors or calling us hourly or daily or weekly at all saying that this
is essential. They have a lot of other priorities.

It almost looks like we are in a position of forcing them to take
it. I do not think we have the luxury to force anybody to take some-
thinﬁ that costs almost $30 billion. I guess my point is, does any-
one have any overriding reasons to do away with that point?

Dr. BERGSTEN. I understand the politics of it and I understand
why many people in the business community would rather keep
lower corporate rates and not have these targeted incentives.

Senator BREAUX. I would also add to that quotient, there are a
lot of middle income people who would suggest that a BTU tax
could be reduced instead of giving $30 billion to businesses who ap-
parently do not really want it.

Dr. BERGSTEN. I would make two points, and this is also some
of Ms. Gravelle’s language.

I do not regard this as a subsidy to business. If you are going
to do this you do it because you think it is going to increase na-
tional productivity growth and create jobs. If you do not believe
that, then you do not do it.

But I do not think it is analytically correct to think that a sub-
sidy to business has got to strengthen the economy and create jobs
if you want to do it. The studies I believe in think it will do that,
but it is admittedly an issue of debate.

But the other point is the following, I think public policy has to
focus on what is good for the national economy. What is good for
the national economy has got to be increased productivity, higher
economic growth, and higher standards of living over time. You

1d try to put together programs that you think will achieve
that. I think, with Senator Bradley, that the first step is to reduce
the budget deficit, in part because it will mean lower interest rates.
That, too, will increase investment. But I believe that targeting pri-
vate investment spending to high pay-off equipment investment
rather than “whatever they want to do with the money” makes
sense from a national economic standpoint. I, therefore, understand
that you are not being deluged with requests for it. If I were a cor-
porate CEO, I probably would rather have the bucks to do what-
ever | wanted to do with them as well.

From the standpoint of the national economy, I believe these tar-
geted efforts do pay off. I am a little surprised at Mr. Caplin’s
statement. I understand all the horror stories about administering
a credit which he told us. But the facts clearly show that the in-
vestment tax credit that his administration FUt in place in the
early 1960’s led to an annual growth rate of producers’ durable
equipment spending of almost 12 percent a year, higher than in
previous or subsequent periods.
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Now there are obviously other variables. You cannot say this was
the whole story. But it is a little hard for me to conclude from that
oxﬁlexperience that the credit was a failure, despite the movable
walls.

Mr. CAPLIN. Well, let me respond to that. When we designed the
first investment tax credit, part of President Kennedy’s desire was
the number one thing—to get this economy moving. We wnre in the
pits of the Eisenhower years. We were just really down low.

It was not the investment tax credit that was the most dramatic
thing. We made a revolutionary change in the depreciation policy
of this country. What we did was to dramatically change old Bul-
letin F—where we had 5,000 items, with varying useful lives for
depreciation schedules; and businessmen had to pick out where
they were. We reduced that to 75 specific classes of useful lives.

The average businessman could actually, through these
groupings, have three or four classes and satisfy his entire deprc-
ciativn requirements. We reduced the lives of equipment and ma-
chinery about 17 percent. It was a very dramatic move with tre-
mendous publicity. There was a great psychological surge over the
depreciation reform being done administrativeﬁ]z, immediately fol-
lowed by ITC legislation in October of 1962. It was an entirely dif-
ferent picture than today.

There has been no hard evidence that this investment tax credit
really increases productivity and significantly enhances the pur-
c{lmse of new equipment. I think Ms. Gravelle’s studies buttress
that.

Senator BREAUX. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Breaux.

Senator Conrad?

Senator CONRAD. Thank you, Mr. Chairman. You know in my
constituency I am hearing two very different things. Number one,
the vast majority of the businesses in my State are small busi-
nesses—98 percent of them would qualify for the full investment
tax credit. I find a fair amount of enthusiasm for it. '

Larger corporations, we have very few of them in my State—I
think we have only 13 with more than 500 employees—show no in-
terest in the incremental ITC. So I find a real divergence.

Fred, maybe I could ask you this question. When we compare the
average age of plant and equipment in this country to our major
competitors, what do we find?

Dr. BERGSTEN. U.S. plants are considerably older.

Senator CONRAD. Could you give us some range of relationship?
I am told that our average age of plant equipment in this country
is about double that of our major competitors.

Dr. BERGSTEN. That was the number that came to mind. I am
not sure of my source, but about double is probably right.

Senator CONRAD. What set of policies could we pursue that would
encourage our companies to modernize plant equipment, assuming
more modern plant equipment means a more competitive economic
position for our country?

Dr. BERGSTEN. I think three things are crucial to get new invest-
ment, which is what you are talking about. One is permanently
lower interest rates, and that means budget correction first and
foremost in my view.
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But secondly then, targeted incentives. Investment tax credit, I
believe, would do that. But I also agree with Mr. Caplin on the im-
portance of depreciation allowances. Those were deliberalized to
some extent in the 1986 Act. And in our package, from our Com-
petitiveness Policy Council, we proposed reduction of the deprecia-
tion lives in addition to the investment tax credit, in addition to
budget correction, because we think all are so important to get new -
investment for exactly the reason you say.

Senator CONRAD. So if we were constructing an entire package
what we would do is dramatically reduce the budget deficit, have
targeted incentives for new plant and equipment, and we would
alter depreciation schedules? I mean, if we were to construct an
overall strategy and plan that would make sense, those would be
the components. ‘

Dr. BERGSTEN. Those would be the components of the private,
physical capital side of it. The really comprel.ensive strategy in-
cludes some more infrastructure investment by the government
and investment in human capital—education and training pro-
grams as we have designed in our report. Private investment,
which is absolutely central because without it you are not going to
ggtl: the whole outcome you want, would focus on those three vari-
ables.

Senator CONRAD. Would other members of the panel want to
comment on that? In terms of an overall structure and strategy.

Dr. GRAVELLE. Yes. :

Senator CONRAD. Go ahead, Ms. Gravelle.

Dr. GRAVELLE. Well, I think the whole framework that Dr.
Bergsten is proceeding from is something that I would like to ques-
tion.

I think the position that most economists tend to take, unless
you can find a reason to deviate from it, is that businesses should
make the decisions about how to allocate their savings, how to allo-
cate funds available, without the interference of the government.

So if it is advantageous for you to spend some money to modern-
ize your plant, if you can make a higher rate of return at that than
some other use of your money, you would do that. So I think the
fundamental perception that he has of how capital should be allo-
cated, I do not thini you would find wide agreement on.

I think it is hard to argue in most cases that the government
should be interfering in the allocation of capital. There are some
exceptions. R&D is a good exception where the government cer-
tainly should play some role.

But in general, you should have your investment allocated to
where the highest pre-tax rate of return is in order to maximize
your social welfare and that means you want to have the same tax
rate applied to every investment, whether it is a building, a high-
rise in New York, a factory, or all these personal computers or cars
or trucks, whatever you are talking about.

So I do not agree with that judgment.

Mr. CAPLIN. Senator, I just want to respond. I can understand
why your constituents would like an investment tax credit. After
all, it is a tax reduction. But I have been practicing law for a long
time and in the tax world I have yet to meet anybody who really
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buys a piece of equipment because of that 7 percent or even a 10-
percent investment tax credit.

They think, do I need this machine, can it enhance my productiv-
ity, and if you give me a tax reduction, that is great. It is like a
price reduction in buying the machine.

Dr. BERGSTEN. Could I challenge that frontally? [Laughter.]

Dr. GRAVELLE. Better than a stab in the back.

Dr. BERGSTEN. My Competitiveness Council went into some great
depth and our Manufacturing Subcouncil in particular depth. A
fundamental competitiveness problem the country faces is that
American industry insists on much higher threshold rates of return
than investors in other countries. The ratio is three or four times
as Igl'eat; as in Japan, for example.

ow do you meet your threshold rate of return? One way is
lower cost of capital. And that gets to interest rates fundamentally.
But it also gets to the taxation of your capital spending.

And I hear lawyers say all the time that they have never seen
a business who invested because of a tax rate. Ms. Gravelle even
says it. How can that be? Why do they, therefore, scream so much
to you about their tax rates? It cannot be both. The cost of capital
is a critical variable in determining investment. The taxation of in-
vestment is a critical element in the cost of capital. It simply can-
not be that it is irrelevant.

Now they are not going to go out and buy something that has
no payoff just for tax reasons. But at the margin, determining how
many additional investments to make, or which kind of investment
to make, you are aﬁoing to tell me that 10 percent on the cost of
the equipment makes no difference, I just do not believe it and I
do not think studies show it.

I am interested that Ms. Gravelle likes R&D intervention by the
government. I do, too. But she seems to think that it is okay and
equipment incentives are not. And the studies, to the extent they
are any good, show that equipment investment pays off more than
R&D investment.

Senator CONRAD. Mr. Chairman, if I may just make a concluding
comment,

The CHAIRMAN. Would you, please, sir? [Laughter.]

Would you, please, sir? You may do it frontally or laterally.
(Laughter.} )

Senator CONRAD. Well, I like Fred coming at it frontally. I think
that was fair.

Let me just say, Mr. Chairman, I think as a country we had bet-
ter figure out a way to close the gap with our competitors when
their plant and equipment is far more modern than ours.

I have seen Japanese plant and equipment. I have seen German
plant and equipment. And it would be very hard to persuade me
that the fact that their plant and equipment is half the age on av-
erage as ours does not give them a competitive advantage.

T%le CHAIRMAN. Thank you, sir.

Mr. MCNEISH. Mr. Chairman, if I could just respond to his gen-
eral question.

The CHAIRMAN. Yes.

Mr. McNEIsH. Your policy matrix I would throw in, if you will,
Senator Bumpers targeted capital gains reduction as well. Because
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the seed capital for small growth companies in this country has
dropped off materially since capital gains exclusion was lost and is
an essential requirement.

The CHAIRMAN. We would just like to take notice of the fact that
there is a distinction made and I think accepted between manage-
ment decisionmaking and the forces of those decisions and macro
economics. Not many managers seem to invite professors of eco-
nomics in to talk about what to do next.

I think that the somewhat anecdotal statements about why man-
agers make decisions has, you know—it has a certain authority be-
fore this committee because everyone says the same thing. What
Mortimer Caplin reports is what everyone reports to us—that busi-
nessmen make decisions in terms of if they can sell the stuff they
are going to make, and not because of the tax specific issues.

b Sﬁnator Chafee? Senator Durenberger has left, but he will be
ack.

Senator CHAFEE. Okay, thank you, Mr. Chairman. I came a little
late and I was not here for all the discussion, which I regret. Let
me just say, Mr. Chairman, that I am a veteran of the Tax Reform
Bill of 1986. I think we did the right thing. As you know, we low-
ered the rates and got rid of many of the special credits, exemp-
tions and deductions.

The CHAIRMAN. If I may say, you would have heard this most
emphatically from some of our earlier witnesses.

Senator CHAFEE. So when I hear us going down that trail again,
that is reversing everything in 1986, and including an increase in
the corporate rate, which I understand has not been discussed to
a great degree here; this morning and we are going to have these
goodies given back, such as the investment tax credit, I must admit
that I am skeptical.

The CHAIRMAN. The point was made, and I think I would just
like to call attention to 1it. But a 1-percent increase in the corporate
rate today is a more consequential matter than a 1l-percent in-
crease in the old pre-1986 Code, because you have to pay it.
[Laughter.]

Senator BRADLEY. Fewer leaks in the boat.

Senator CHAFEE. I am sorry Senator Conrad has left because to
me it is no surprise his people are for it. Who is against some
goodies?

But also, we hear this testimony from different folks that come
before us, and usually not from the manufacturers, but you would
think that the American manufacturing system was similar to a
Third World nation in the event of its iack of modernization and
everything else.

Mr. Bergsten indicated some concern in that direction. I am not
sure that is totally accurate.

Dr. BERGSTEN. Certainly not totally accurate to equate U.S.
t0——

Senator CHAFEE. Well, I must admit you are etﬁﬂ?ped with facts
and I am not. All I have is elevation, here and nothing else. (Laugh-
ter.] )

Dr. BERGSTEN. Your instinct is votally right. I am not equating
the United States to a Third World nation. But if you compare it
with our industrial country competitors, we invest much less than
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they do. The age of our capital stock is much older than theirs. Our
productivity growth is much slower than theirs.

Senator CHAFEE. Well, is that true?

Dr. BERGSTEN. Yes.

Senator CHAFEE. Okay. [Laughter.]

Dr. BERGSTEN. And, therefore, we need to do something about it.
Let me give you one number that is interesting. Productivity
growth in the last 20 years has been less than 1 percent a year.
My council says we have to make a considerable effort to get it up
to 2 percent. It sounds like a small difference—1 versus 2 percent
a year productivity growth. In one generation that difference would
increase per capita income in the country by a third. )

Put it the other way around. Great Britain’s long-term relative
and absolute decline in economic terms resulted not from a cata-
clysm in terms of its economy, though the war is obviously costing
a lot, but something like 1 percent a year less productivity growth
than Germany over a period of half a century or nore.

These small numbers add up tc a tremendous amount.

Mr. CAPLIN. Does the fact that Germany and Japan have becn
bombed out so completely and started with new equipment have
any bearing on these statistics at all?

Dr. BERGSTEN. In the 1950’s and maybe into the 1960’s, sure.
There was a one-shot catch-up. But you cannot explain differential
productivity growth in the 1980's and 1990’s from what happened
in the 1940’s and 1950’s.

Senator CHAFEE. Well, we could spend a lot of time on this and
I am not sure that the difference between Great Britain and Ger-
many is all attributable to the investment rate. I think there are
a host of other matters.

I noticed Mr. Caplin cheering me on with a smile because T was
agreeing with much that he had to say. But let me just say, that
while I agree with much of what Mr. Caplin said, I do not quite
buy the idea that the country was in a shambles before President
Kennedy came in. [Laughter.]

Mr. CAPLIN. I will stay silent on that. But I do want to commend
you for the work you did and the attitude you had about the 1986
Act. It was a very dramatic improvement in our tax policy.

Senator CHAFEE. And here is the principle author of it right here.

Mr. CAPLIN. What we forget is how important to this Nation our
tax-raising machine is, a machine that despite all its defects raises
over $1 trillion a year—and over 95 percent of that comes from
what people report themselves.

No other nation comes close to that. Taxpayer confidence in that
system is terribly important. And I am concerned about it, as we
give.a preference here and a preference there, and the potential
build up of tax sheltering again—which was a horrendous episode
in our tax history—and I am concerned what that does to taxpayer’
compliance.

The IRS admits that close to $120 billion a year in taxes, year
after year—$118 billion I think was IRS’ last published number—
is lost through bad reporting from legal sources. This is not illegal
income that is escaping income taxes, but bad reporting of legal in-
come—resulting in $120 billion in lost tax revenue a year.
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If we weaken comnpliance, we do a terrible disservice to the coun-
try. I think the 1986 Act went a long way to strengthen compliance
attitudes in this country and I hope we will continue that way.

Senator CHAFEE. Thank you.

The CHAIRMAN. Thank you, Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

The CHAIRMAN. And we thank this most distinguished panel.

Senator BRADLEY. Mr. Chairman?

The CHAIRMAN. Excuse me one moment, Senator Bradley would
like just another moment.

Senator BRADLEY. Could I just ask one last question? Just be-
cause this is going to come up over and over again in our commit-
tee. Thxat is, cost of capital and what is the most effective way to
reduce cost of capital. Tax is one. Interest rates is the other. And
if you are in the comparative mode, exchange rates are the third.

Now, how would you weigh each of those and do you have any-
thing else to add? ‘

The CHAIRMAN. Why don’t we go down the panel in order of ap-
pearance? So we would ask Dr. Bergsten first and then Dr.
Gravelle.__

Senator CHAFEE. What is the question, sir? I am sorry, Mr.
Chairman.

The CHAIRMAN. There are three components with respect to cost
of capital. They are interest rates. They are taxation rates and they
are exchange rates. Senator Bradley asked what weight the panel
would give to the present situation. We will say today.

Dr. BERGSTEN. I would submit by far the most important is inter-
est rates. Therefore, the policy priority should be to reduce or, in
fact, eliminate the budget. deficit in order to achieve a long-term re-
duction interest rates.

On the international comparison, the exchange rate is critical.
When the dollar was massively over-valued in the first half of the
1980’s, we went from a current account surplus to a deficit of $160
billion, accumulated to $1 trillion over the last decade. So inter-
nationally that is critical.

The CHAIRMAN. Not to make any political points, but we had a
Secretary of the Treasury who every time he thought he heard that
the dollar had strengthened he thought America was stronger and
then the terminolegy got him a little confused.

Dr. Gravelle?

Dr. GRAVELLE. Well, I would just like to make two points about
your question. First of all, it is clear that interest rates are a more
powerfu! component compared to taxes because of our tax rates.

But I would challenge anybody to do a very good job of doing
international cost-of-capital comparisons. I have looked at these
and nobody has precise measures of risk factors across countries
that enables them to do a very careful job in the first place.

So I would just treat all these international comparisons with a
grain of salt.

Second, I think we are looking at the wrong issue. When we are
concerned about what we are doing to increase our future stand-
ards of living and the welfare of our children, we should be talking
about the savings rate, not the investment rate.
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The investment that is imported into the United States by for-
eign owners of capital accrues to them, not to us. And the most di-
rect, clear way of increasing the national savings rate, I believe, is
to reduce the deficit. So I would put that very high on the list of
things to do.

The CHAIRMAN. Thank you, Doc’or.

Mr. Sullivan?

Mr. SULLIVAN. Senator Bradley and Senator Chafee, on behalf of
the Tax Reform Action Committee, and we testified, in our testi-
mony we expressed concern about those corporate rates as well as
individual rates, but I would have to ;ay tax rates.

First, the interest rates are subject to market influences in the
market forces. The exchange rates, 100, with competitive forces,
those things that we have control over, statutory tax rates, is most
important. That is something that we can affect without interfering
with the market.

The other part about it is the neutrality of it. It lets businesses
and individuals make their own investment decisions being driven
by economics by what their consumers are buying, rather than
being tax-motivated in how they spend their money.

The CHAIRMAN. Thank you, Mr. Sullivan.

Mr. McNeish?

Mr. McNEIsH. Clearly, for small business access to capital across
the board is essential to the livelihood and the ability of those
firms and interest rates play back to that, certainly primary, and
taxes certainly a second place.

The CHAIRMAN. And finally as a wrap-up, Mortimer Caplin.

Mr. CaPLIN. I would underscore this last comment. I think the
important considerations are cashflow, availability of capital, low
interest rates, and the economic needs of the moment in terms of
that businessman making that decision about that equipment.

The CHAIRMAN. Thank you all. You can see from the response of
the committee how much we have learned and how much more we
are going to learn when Dr. Gravelle and Mr McNeish send us in
their papers. Thank you very much, indeed.

I would ask our room to come together now. We have our second
panel of the morning. This is going to address the subject of the
preposed change in the deductibility of meals and other business
expenses.

Mr. Berman, why don’t you move over nex: to Mr. McIntyre. It
will not do you any harm. It might do him som e good.

We have a very distinguished panel again. \Ve have Mr. Berman,
who speaks on behalf of the National Restaurant Association; Mr.
Juliano, who represents the Hotel and Restaurant Iimployees
International Union, AFL-CIO; Mr. Wachtel, who is director of re-
search and government relations for the League of American Thea-
tres and Producers; and lastly, and well known, of course, to our
gommittee, Robert MclIntyre, who is the director of Citizens for Tax

ustica. SR

So in the order of appearance, Mr. Berman, good raorning, sir,
and would you proceed? :
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STATEMENT OF CHARLES BERMAN, ON BEHALF OF THE
NATIONAL RESTAURANT ASSOCIATION, WASHINGTON, DC

Mr. BERMAN, Thank you, Mr. Chairman. My name is Chip Ber-
man. I co-own and manage the OQutta the Way Cafe in Rockville,
MD. We are a neighborhood restaurant that sells a little rock-n-roll
and a lot of cheeseburgers, nothing fancy and three things on the
menu over $11.

You might be wondering why someone like me is testifying on
business meal deductibility. You probably expected Duke Zeibert or
Mo Sussman. Well, every day 8 great many business people bring
clients to my restaurant to help market their services and close
their deal.

Today I speak for thousands of middle class restaurateurs and
their employees. Today I represent Suzetta Harrison and Brenda
Bishop, a line cook and a waitress in my restaurant, both single
parents with two children. Suzetta is with me here today. Unfortu-
nately, Brenda could not be. She is home with a sick child.

The CHAIRMAN. Would you introduce your associate?

Mr. BERMAN. This is Suzetta Harrison.

The CHAIRMAN. Good morning, Ms. Harrison.

Mr. BERMAN. These are my people and this is what this is about.
I might sell rock and roll at night, but at lunch I serve business
customers. They are not drinking three martinis, they are working.
’ll‘he);l are getting in an extra hour doing business by doing it over
unch.

The reduction in the business meal deduction is being billed as
a last remaining loophole for rich folks in three-piece suits dining
at fancy restaurants, while writing it off on an unsuspecting public.
But the facts are that a majority of business meals take place in
low- to moderately-priced restaurants like my own—78 percent.

A majerity of those using the business meal deduction are small
husinesses. And one-quarter are self-employed. In other words, the
perception that the only people using the business meal deduction
are the groverbial fat cats is a myth.

According to an independent study commissioned by the National
Restaurant Association, a reduction in the business meal deduction
to 50 percent means that $3.8 billion will be lost in business meal
gaées. causing an estimated 165,000 people nationwide to lose their
jobs,

I know it will hurt the kind of business lunch trade I do because
it is very price sensitive. It will cut into my sales and that will cut
into jobs.

y is government making it so difficult to employ people if our
goal i3 to increase employment?

Every restaurant person I know has cut payroll in the last year.
Labor 18 the only controllable cost left. I cannot change my rent or
my utilities or my insurance premiums. I cannot reduce food and
bevera?e costs. I cannot increase the prices I charge my customers.

But I can cut payroll. What will Brenda Bishop, a waitress, do
if her tipped income is reduced? What will Suzetta Harrison, who
has been with me for 8 years, do if she cannot work at all?

Mr. Chairman, I hear a lot of government policymakers talkin,
about how everyone has to contribute to the economic recovery an
pay their fair 31’are. I might remind you that the restaurant indus-
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try has already lost 20 percent of the business meal deductibility
as a result of the 1986 Tax Reform Act.

I also want you to know that when you add up the 25 fees and
taxes that I pay to government at all levels, not counting all the
other tax measures in President Clinton’s package, the government
gets _ftive times more tax-home from my business than I do and I
own it.

Local, State and Federal Governments have no clue about the ac-
tions each other take that affect my business dramatically. The ad-
ministration’s BTU tax will increase my energy bill an estimated
4.5 percent and cost my business $768 a year.

But last year my local government slapped an energy surcharge
on me that already cost an additional $1200 a year. In the last 2
years government has increased my cost of doing business in so
many different ways that I have watched our earnage shrink by 46
percent while my gross sales went up 11 percent.

Those of us who have survived this recession know we cannot
raise our prices. In fact, my customers are still complaining about
the 1991 price increases caused by the increase in the Federal ex-
cise tax on alcohol. The assumption that businesses will be able to
simply pass along tax and fee increases to our consumers does not
cut it in restaurants like mine. Customers are simply too price con-
scious.

Let me express it in cheeseburger logic. My restaurant sells
cheeseburgers for $5.25. Of that $5.25 I net 20 cents. We are al-
ready saving as much as we can without cutting our food quality
or our labor costs. I cannot raise my prices.

So if we sold only cheeseburgers and could pay for these new gov-
ernment costs just by selling more of them, how many additional
cheeseburgers would I have to sell? I have a list before you. In all,
it adds up to more than 150,000 cheeseburgers next year.

People love our cheeseburgers, but I do not think that is realistic.
I ask you to please consider the overall impact of what you are
doing. I know iny business has to pay some taxes, but I cannot
even do that if you are going to pass laws like reducing the busi-
ness meal deductibility that will keep people from coming in.

So, Mr. Chairman, it all boils down to jobs. If I am left with the
choice of reducing labor costs or surviving as a business, which of
my people am I going to lay off and why is my own goverrment
asking me to make that choice?

Simply put, if the government is going to impose yet another set
of new taxes on restaurants, then maybe the government should
also tell me who to lay off, Suzetta or Brenda.

On behalf of the National Restaurant Association, I would like to
mention our support for the FICA tax on tips tax credit you passed
twice last year and the permanent extension of the targeted jobs
tax credit.

I thank you, Mr. Chairman.

The CHAIRMAN. We thank you, Mr. Berman.

[The prepared statement c¢f Mr. Berman appears in the appen-
dix.]

'l"‘he CHAIRMAN. Our next witness, Mr. Juliano.
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STATEMENT OF ROBERT E. JULIANO, LEGISLATIVE REP-
RESENTATIVE, HOTEL AND RESTAURANT EMPLOYEES
INTERNATIONAL UNION, WASHINGTON, DC

Mr. JULIANO. Thank you, Mr. Chairman. I would ask your per-
mission that the full statement be made a part of the record.

The CHAIRMAN. It will be placed in the record as if read.

Mr. JULiANO. Thank you.
di}"lihe prepared statement of Mr. Juliano appears in the appen-

The CHAIRMAN. You proceed exactly as you wish.

Mr. JULIANO. Also, Mr. Chairman, when we testified on the
House side, the American Hotel and Motel Association was part of
our panel. They are in convention. But they have a statement com-
ing. So if you would keep the record open, I would be most grateful
for that also.

The CHAIRMAN. We most certainly will.

Mr. JUuLIANO. Thank you.

The CHAIRMAN. I am sorry. I did not realize that. I was not
aware of that. Thank you for telling us.

Mr. JuLiANO. Thank you.

[The statement of the American Hotel and Motel Association ap-
pears in the appendix.]

Mr. JULIANO. On behalf of Edward T. Hanley, general president
of the Hotel Employees and Restaurant Employees International
Union and all the members we are privileged to represent, it is
once again a pleasure to appear before this distinguished commit-
tee as it deliberates on President Clinton’s economic package.

We do not support the Presidential package because it includes
a proposal, reduces the deductibility of legitimate business and en-
tertainment expenses from 80 to 50 percent that would create a
significant loss of membership-for our union.

Also, it will create a disproportionate negative impact on urban
America because the majority of businesses afiected by this pro-
posal are located in major urban areas.

Treasury testified recently that there will not be one single job
lost or one less penny spent by consumers if this proposal is adopt-
ed. The implication was clear that there was no affect in reducing
the deductibility from 100 percent to 80 percent and that, there-
fore, there would be no affect if you reduce it from 80 percent to
50 percent.

I believe that there has already been economic dislocation within
the industry. In total candor, some laws can be attributed to the
reduction from 100 percent to 80 percent, but also there is no ques-
tion that the sluggish economy which created some recessionary cy-
cles between 1987 and 1993 is also responsible.

As it relates to Treasury’s assertion that not one job was lost by
reducing the deductibility from 100 ?ercent to 80 percent, I have
to tell you, without blaming any single factor, that our union from
January 1987 to February 1993 has suffered a loss of 30,000 to
35,000 members. This loss is predicated on an average membership
throughout the country between 300,000 and 325,000 members.

The $1 billion a day that travelers spend pays the salaries of
nearly 6 million Americans, making the travel industry the second
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largest employer in the country, exceeded only by the health serv-
ices industry.

Moreover, the travel industry provides a disproportionate numi-
ber of jobs for the traditionally disadvantaged in this country. Afri-
9&3 Americans, Hispanics and women comprise a major part of our
industry.

Since most objective analysts agree that the drastic cut from 80
percent to 50 percent woulc lead to a considerable drop in
consumer spending, if we put it in today’s terms, we would be talk-
ing about $3.5 billion: in lost business revenue.

A reduction of expenditures of this magnitude would directly
translate to a job ioss of between 50,000 to 160,000 and roughly a
quarter of that would be our union.

So what is the problem? Well, the problem is perception. I talked
to many of you and your colleagues and we talked on the House
side. The merits are fine, but it is the perception. Now the base
closings issue, most members I have spoken with can enumerate at
the drop of a hat, this is a jobs issue because we will lose boiler-
makers, steamfitters, pipefitters, right on down the line. Critical,
it i8 a jobs issue.

What about the waiters and waitresses and bartenders? It is a
phony issue. It is a fat cat inside the beltway. Well, I am sorry, we
disagree strongly with that perception. They might try telling that
to workers in the real world who needs jobs to provide for their
livelihood and that of their families.

Beforc the Sheraton Chicago opened last year there were ap-
proximately 5,000 people waiting in line in freezing temperatures
to be interviewed for jobs that numbered between 500 to 1,000.
This response touched a national nerve and was widely reported by
maost of the major media across the country.

So apparently there are still a large number of people who desire
to work in our industry despite the administration’s contention
that these are “dead-end career jobs.”

n alf of our General President I want to let this committee
and all the members of Congress know how terribly proud we are
to have the privilege of representing these people every day. Of
i:ourse, we do not represent policy wonks so that might be our prob-
em.

With the greatest of respect, because of the impact it would have
on the livelihood of so many people, both within our union and
without, I would urge this cornmittee to consider rejecting the pro-
posal and dronping it from the economic package, just as the Con-
gress is likely to do with the investment tax credit.

We hope that an ameiioration can be reached in this issue with
an enlightened Congress, and that we can roll up our sleeves and
help get the necessary votes needed to pass an economic package
that will truly help a nation, which is in much disrepair, and truly
in need of a legitimate moral boost.

You can do nothing that is more important for the tourism indus-
try and its workers than to provide a healthy economy for our
country.

Thank you for your time and attention. I would be happy to an-
swer any questions you may have.
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The CHAIRMAN. Thank you, Mr. Juliano. I take it it is your view
that aRolicy won} s send out for their pizza. Is that it? They do not
actually go to restaurants.

Mr. JULIANO. That is correct.

The CHAIRMAN. Mr. Wachtel?

STATEMENT OF GEORGE A. WACHTEL, DIRECTOR, RESEARCH
AND GOVERNMENT RELATIONS, THE LEAGUE OF AMERICAN
THEATRES AND PRODUCERS, NEW YORK, NY

Mr. WACHTEL. Thank you, Mr. Chairman, Senators Packwood,
Bradley, and Breaux. I am honored to be here this morning.

I am the director of research and government relations for the
League of American Theatres and Producers, which is a national
trade association for broadway theatre.

I represent not only the League, however, but the Actors Equity
Association, which is a 36,000 member union for actors; the Inter-
national Alliance of Theatrical Stage Employees, a 75,000 member
union of primarily stage hands and other stage employees; the
League of Resident Theatres, which are non-profit professional the-
atres; and the National Alliance of Music Theatres.

Now what many people may not know is that while about 8 mii-
lion people a year attend Broadway shows in New York, anotner
20 million see them in over 100 cities nationwide. And an addi-
tionel 16 million people attend non-profit professional theatre; and
an additional 10 million people attend other regional musical thea-
tre and dinner theatre throughout the United States. So the total
p{ofessional theatre attendance each year exceeds 50 million peo-
ple.

What does all this theatre attendance mean? First, it means the-
atre and performing arts generate jobs. Jobs not just because of the
direct employment of the theatres or the performing arts center,
but jobs from all the businesses that support theatre activity.
When a theater goer goes out, he inevitably will eat in a res-
taurant, frequently stay in a hotel, use public or private transpor-
tation, and shop for retail goods.

I found this past week when I happened to be in Oklahoma City
where there was an arts festival. Then on Monday I was in New
Orleans after the jazz festival and I found myself a local consumer.
The sale of retail goods in markets to go along with tourism and
tomjlteSt travel is something that I think has not been properly eval-
uated.

Second, where do these jobs take place? They take place pri-
marily in and around urban centers where socially and economi-
cally these jobs are most important today.

And thirdly, how does the theatre make a contribution that isn’t
often thought about? The fact is that commercial theatre creates a
favorable balance of payments by licensing the rights for produc-
tions in other countries and by touring English language produc-
tions.

For example, the third national company of Les Miserables is
going to go to Singapore in 1994. It is going to take 81 American
ectors and other stage people with them and it is goin% to play to
over 150,000 Singaporeans and bring all that income back to the
United States.

70-749 G - 93 - 4
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At the conclusion of my comments—I am going to lead up to two
points. One which is, of course, to ask you to urge ycu to continue
the present level of tax deductibility and also to ask you to protect
the rich heritage, cultural diversity and economic stimulus that the
arts provide.

Now a little about the arts in general. Nearly half of the Nation’s
nonprofit professional theatres ended the 1991 fiscal year in the
red for an aggregate deficit of $2.8 million. The more recently re-
leased figures for the 1992 fisca! year, that deficit more than dou-
bled, to £6.5 million. And over the past 5 years 25 nonprofit profes-
sional theatres have closed. :

Now the Broadway theatre is different. The Broadway theatre re-
ceives no subsidy, no contributions, nor does it receive any broad-
cast revenues as do sports teams. It is virtually 100 percent de-
pendent on ticket sales for its income. :

The result of all this is that fewer new shows are being produced
every year. In 1980-81 there were 60 productions on Broadway and
in the 1991 season there were only 28. And Broadway theatre pays
municipal, State and Federal taxes.

The theatre and performing arts budgets as you know are ex-
tremely labor intensive, 62 percent of every dollar cf theatre ex-
penditures on Broadway goes for labor or royalties.

Now the question y is, what will be the income lcss from the
reduﬁiogo 0§1 the ll:»usiness %ntex}ainment deduction. T}gare glre
roug shows playing on Broadway at any given time. But only
a hangfu] are outrigrtnijts. You know their names—Phantom of
the Opera, Les Miserables, and others. But most shows, most
shows, have runs and they rarely, they rarely, maybe one out of
five times, pay back the initial investment on their show.

Sometimes they run for an extended period of time. They con-
tinue to employ actors. They bring in audience. They create spend-
ing in the urban area. But they are not financially successful.
These are the shows that we are really concerned about.

In fact, about a third of the shows currently on Broadway would
cease to exist, I believe, if this entertainment deduction went from
80 to 50 percent. The economics are very straightforward. If a show
brings in maybe $400,000 a week, and let us say it costs on aver-
agen§405,000 or $410,000 a week, if you dropped out 6 percent of
their income, they would be forced to close.

The 6 percent of their income is what we calculate on average
would be the impact of this bill based on a reduction in spending
of business entertainment of 30 percent applied by the current tax
rates.

The result of shows closing means lost jobs—lost jobs for actors,
musicians, stagehands, ushers, and ticket takers, wardrobe person-
nel, hairdressers, box office treasurers—I am only reading the list
to give you an idea of the extent to the diversity of the people who
do work in the theatre and the ancillary businesses that support
it. .
The losses do not stop there. The theatre goers, as I mentioned
. before, they dine out. They travel to their destinations—49 percent
of the people in New York visit from elsewhere in the United
States and other countries. They shop at retail stores and they
consume other entertainment.
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The CHAIRMAN. Please, finish your statement.

Mr. WACHTEL. Thank you.

The Treasury Department has estimated that the impact of the
reduction in the business meals and entertainment deduction from
80 to 50 percent at, I believe, in the order of $16 billion.

Our industry data suggests that ticket sales for theatre and
other performing arts nationwide only accounted for 1.1 percent of
that total. The point is, it is small in the big picture, but it would
be decidedly hurt.

The total sales for the theatre and performing arts in America
is estimated at $1.8 billion. We estimate that over the life of the
entire projection, the impact on the Treasury would only be on the
order of $150 million; and this gain would be offset by losses in
Federal income tax revenues owing from people who have lost jobs
in the arts industry as well as from emgloyees of businesses which
rely on the arts to general income, the restaurants, the hotels,
transportation and retail stores.

So as I said I would lead up, I again urge you to continue the
present level of tax deductibility to protect the rich heritage, cul-
tural diversity and economic stimulus that the arts provide.

Thank you very much.

The CHAIRMAN. Thank you, Mr. Wachtel.
di)[('lihe prepared statement of Mr. Wachtel appears in the appen-

The CHAIRMAN. And now to wrap up the panel, Robert McIntyre
of the Citizens for Tax Justice.

STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, CITIZENS
FOR TAX JUSTICE, WASHINGTON, DC

Mr. MCINTYRE. Thank you, Mr. Chairman. Boy, it is a friendlier
looking committee than it used to be. I must say I am glad to be
here, glad to see you here. I have a handout, by the way, that ac-
companies my testimony.

The CHAIRMAN. The Committee on Finance appears to be friend-
ly. We may have to reconfigure our collective means.

Mr. MCINTYRE. If we cannot be friendly talking about business
lunches, what could we be friendly over, right?

I want to m~ke one comment about the previous panel if I could.
I was on Fred Bergsten’s Competitiveness Council’s Subcouncil on
Capital Formation and we had endless meetings in New York and
here in Washington with distinguished people.

I recall during all of those meetings that not a single one of those
distinguished people thought the investment tax credit was a good
idea. So Fred did not get that from his capital formation advisors.

The issue before you today in this second panel, at least from an
analytical point of view, is a fairly simple one. In terms of business
meals, you first have to ask yourself: does it make tax policy sense?
Does allowing people to deduct the cost of their eating and drinking
and recreation better measure their ability to pay taxes?

Now if it is a legitimate deduction, that would end the discus-
sion. But we have not heard any talk about that today from any
of the panelists, perhaps because it is almost impossible to defend
a deduction for these kinds of personal expenses in terms of ability
to pay and in terms of measuring net income.




94

What we have heard about today instead is a lot about jobs. Peo-
ple have argued that this $10 billion a year subsidy for meals and
entertainment makes sense as a government spending program.
They say that we need to continue to buy lunches, buy golf, buy
drinks, buy hockey tickets and football tickets for generally very
well off people because it creates jobs for football players and res-
taurant workers and actors and others in the economy.

Well, first of all, we could subsidize anything to crzate jobs under
that argument. We could buy people jewelry. That would create
jobs in my hometown where they make it. We could buy people
yachts. We could buy people all kinds of things that I assume cre-
ate jobs in those industries. But we do not do it.

The CHAIRMAN. No, no. Hold it.

Mr. MCINTYRE. As I am sure Senator Chafee would agree, it
would be nuts to be going around buying Americans yachts—de-
spite the fact that the industry is a great one.

The CHAIRMAN. Mr. McIntyre, we have not done it yet. It de-
pends on how Senator Chafee looks upon the entire proposition.

Mr. McCINTYRE. Now, perhaps we do think highly of encouraging
people to buy these particular items—you know, alcohol and fancy
meals and hockey tickets and so forth.

But what is going to happen if this deduction is scaled back? I
think you should eliminate it entirely. The Clinton administration
says you should scale it back a little bit, a little less than half as
much, by the way, as you scaled it back in 1986. That is what my
handout illustrates. ’

What would happen if this deduction is eliminated or scaled back
slightly? Well, there are two possibilities. First of all, people may
just go on doing what they have been doing. They will still eat.
They will still go to the theatre. They will still go to hockey games.
They will still play golf. And not much will change. That is our ex-
perie(xllce after the much larger cutbacks in 1986. Not much hap-
pened.

Well, what about the alternative scenario? Suppose all of a sud-
den that the smaller change this time has a major impact. As a re-
sult, people now are skinnier. They spend less time at hockey
games. They do less of some of these other activities. But what are
they going to do with the money they no longer spend on these
things? Well, they are going to spend it on something else, which
is going to create jobs somewhere else.

hat is why all people who have seriously analyzed this have
said there is no impact on jobs. There is probably not any impact
on jobs in the industries affected, but if there is, those jobs will be
replaced perhaps—by better jobs at better wages.

Now, of course, there may well be transition issues. We see that
in the defense cuts. Whenever the government makes a major
change in something—this is a minor one really, but any change—
we have to worry about the transition. If, in fact, some people are
dislocated, we should worry about that.

That is why it is part of the defense cuts that the President has
proposed, he is talking a lot about retraining and relocation. I
think it is a very good thing. But you cannot let the transition is-
sues overwhelm you. Otherwise, you would never be able to change

policy.
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Now I would suggest here that you wipe this thing out entirelir,
and phase it out, say at 20 percent a year for the next 4 years. It
is a subsidy that does not make sense, that the rest of us should
not be paying for.

If you instead adopt the President’s plan, it is so trivial, half of
the 1986 change, I do not think you need a transition.

So we support the President’s proposal as a step in the right di-
rection. We think you should go much further. We believe this sub-
sidy is one whose time has come to be ended and that any argu-
ment made for it just cannot stand up to analysis.

The CHAIRMAN. Thank you, Mr. McIntyre.
dii’l;he prepared statement of Mr. McIntyre appears in the appen-

The CHAIRMAN. And thank you all. We have time for questions.
We turn first to Senator Packwood.

Senator PACKWOOD. Thank you, Mr. Chairman.

Let me address this to Mr. Berman and Bob Juliano. You heard
what Mortimer Caplin said about the perception of the public and
the perception of the public they see on meals and entertainment
is gross pigging out. That is what they have in their minds.

I was intrigued with your figures, Mr. Berman. A drop in busi-
ness meals affects more than fine dining restaurants. Low to mod-
erately priced table service restaurants are the most popular type
of restaurants for business meals. Seventy-eight percent of busi-
ness lunches and 50 percent of dinners occur at these establish-
ments. The average amount spent on a business meal per person—
$9.39 for lunch; and $19.58 for dinner.

If we had to have this kind of a limitation, would it make sense
to change it to a per diem limit rather than a percentage limit. Say
you cannot deduct more than $15 for a lunch and $25 for dinner?
But if you want to take 10 people, you can deduct $250. But do it
on that basis rather than a percentage basis, which would take
care of most of the lunches and dinners you describe and eliminate
a perception problem of the absolute pigging out kind of dinner
that frankly many of us have experienced.

Mr. JULIANO. We would be happy te go along with that, if you
applied the same cap to furniture and depreciation and advertising
and so many of the other issues that Mr. McIntyre did not address,
that are considered legitimate business deductions.

So if you treat us as fairly as the rest of them, we would be de-
lighted, Senator. I think they ought to drop tons of deductibility to
‘80 percent, you know, as costs of doing business.

Sincerely, he is right on one point, which I must be slipping to
say that he is even right on one point, but I have to say that the
problem is, we have gotten away from the real issue which is it is
either a legitimate business deduction or it is not. And he is right
on that, sincerely.

If somebody is faking, it should be zero. If it is a legitimate busi-
ness deduction, it should be treated accordingly. We are trying to
corne up with figures just to raise revenue. .

Senator PACKWOOD. I do not want to give the slightest perception
that I like the President’s tax program at all.

Mr. JULIANO. Thank you.
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Senator PACKWOOD. And so when I ask my question, I do not
y:ant people to think, well, you know, maybe he is going to support
it.

Mr. JuLiANo. It is tough because what happens is, you would end
up with regional warfare because you would saying to
people——

Senator PACKWOOD. I want to come back to the jobs issue in the
restaurant industry.

Mr. JuLiANoO. All right.

Senator PACKWOOD. This does not address the theatre problem.
It is a totally different issue in my mind.

Would we solve the jobs problem, or at least alleviate it tremen-
dously, with a per diem limit rather than a percentage limit?

Mr. BERMAN. Senator, I am the operator of a single-unit res-
taurant. In this I am non-partisan. I am neither a Republican, nor
am I a Democrat. Mr. Clinton is my President and I am a citizen
here to represent the circumstances that tens of thousands of res-
taurateurs find themselves in.

There is in our world, at the very basic level where all of these
policies that trickle down end up in our businesses and we have to
deal with, no difference between the contractor or the traveling
salesman or the small businessman using this as a legitimate mar-
keting tool to do business than larger companies spending dollars
on advertising or on cther marketing expenses.

Seventy percent of the people who use this deduction earn less
than $50,000 a year; 9 percent earn less than $35,000 a year.

I am intimately acquainted with the affects of the policies made
here on Capitol Hill on my business. The burden that I bear now,
the potential burdens that are on the table right now, have turned
people in my industry into desperate and frightened people. We
met yesterday with 300 restaurateurs from across the country.

For example, we have a value-added tax, an energy tax, a mini-
mum wage tax—-

Senator PACKWOOD. Can I interrupt for just a moment? What is
the answer to my question?

Mr. BERMAN. The answer to your question is, that I am not in
a situation where I could understand the difference between a per
diem and a deduction for a promotional or an advertising expense.
That is not my area of expertise.

I am here to testify on the behalf of restaurateurs about the im-
pact.

Senator PACKWOOD. I do not want you to testify on this. I want
to know what this will do to restaurateurs. To give %'ou an example,
we are going to make a decision sooner or later, I take it, to get
rid of business deductions for all club dues. It has been spent a half
a dozen times on a half a dozen different things.

We are going to make a policy decision that not enough business
is justifiably done to justify a club dues exception in private clubs.
Now the private clubs are going to argue jobs. The¥ are going to
argue we employ low income people, sort of the same argument the
restaurants make.

I am trying to find out what the affect will be on restaurants,
not does it legitimately deduct 100 percent of an advertising cost
or 100 percent of a $10,000 painting. If it is limited to a per diem
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that is siin.iﬁcantly higher than what the average is of the average ‘...
0

person who goes to the average restaurants, which appears to be
the overwhelming bulk of the people who take these expenses.

Mr. BERMAN. Again, I do not know the answer to that question
honestly. I would address that to Mr. Juliano.

Mr. JuLiaNo. All it does is, it would pit one group of Senators
on the committee against the other.

Senator PACKWOOD. I do not follow you, Bob.

Mr. JuLiaNo. He'd be having a legitimate business meal and
couch it in those terms, and merely by dent of where you are hav-
}ng it geographically, one people would gain and the other would
ose.

Senator PACKWOOD. I do not follow you.

Mr. MCINTYRE. He means the prices are more in New York than
they are in Des Moines.

Mr. JULIANO. You know, in different cities.

Senator PACKWOOD. Oh, all right, that part.

Mr. JULIANO. Prices vary.

Senator PACKWOOD. It costs more to eat in New York than it
does in Keo Cacao.

Mr. MCINTYRE. Better urban areas would be——

Senator PACKWOOD. I would question that.

The CHAIRMAN. You would; I wouldn’t. [Laughter.]

Senator PACKWOOD. Thank you, Mr. Chairman.

The CHAIRMAN. Check Gourmet Magazine and see what they
have to say about it.

Senator Bradley?

Senator BRADLEY. Thank you very much, Mr. Chairman.

I just have two questions. One is for Mr. Berman. You said some-
thing in your testimony that I do not know if I heard it right.
Maybe you could tell me. You said that on a burger that costs $5
that your profit margin is 20 cents?

Mr. BERMAN. That is cerrect. In the State of Maryland, the aver-
age fn‘oﬁt is 3.9 percent of gross sales. The retail sales tax, for ex-
ample, in Maryland is 5 percent. Out of the gate, there is a 1-per-
cent revenue benefit to the State more than the owner.

Senator BRADLEY. So you only make 20 cents a burger?

Mr. BERMAN, That is correct. That is the circumstances we find
the industry in and that is why I am here to represent the industry
today. Because I do serve the cheeseburgers; Suzetta ceoks the
cheeseburgers that I serve.

Senator BRADLEY. How many burgers did you serve last year?

Mr. BERMAN. Nowhere near 150,000, candidly. I bought a busi-
ness 4Y2 years ago that was $300,000 a year. We are getting close
to $1 million a year in sales. My goal, my ambition, is to become
a multi-unit operator.

And I have to explain to you how extraordinarily difficult and
burdensome it has become to try and retain enough capital because
restaurants are on the bottom of the lending list of any credit insti-
tution. In order to grow, I am here to participate.

Senator BRADLEY. So you made about, what, $30,000?

Mr. BERMAN. I have three partners as well. There are four of us.
The income that I make is well below the target that Mr. Clinton
has addressed, set for middle class taxation.
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I think you should understand also that the vast majority of

these food service operations, almost three-quarters, are single-unit ~~

operations. So our income is derived directly from the profits of the
store. In effect, everyone gets paid first.

Senator BRADLEY. Thank you very much.

The CHAIRMAN. Thank you.

Senator Breaux?

Senator BREAUX. I think I would love your restaurant. Rock and
roll and hamburgers. It has a great theme. Has the President been
there yet? [Laughter.]

Mr. BERMAN. I actually did send him a letter and I did put a
postscript on it. I did not mean to be flip. But we did ask him to
drop by if he was in the area and hungry.

Senator BREAUX. He might have to jog out to Rockville and tour
your place.

Well, I appreciate everybody’s testimony. One of the things that
your testimony really touches on, Mr. Berman, is we did this once
before and you cite a study in your testimony that says—was com-
missioned—no, it was Mr. Juliano who cited a study that was done
back in— :

Mr. JULIANO. 1977.

Senator BREAUX. 19777

Mr. JULIANO. Yes.

Senator BREAUX. That study predicted a significant loss in busi-
ness expenditure should we decrease the deductibility. But we did.
And it is my understanding, and I am trying to be on your side on
this issue, that when we did it before that that did not happen.
That restaurants increased their sales, increased the number of
people who went to restaurants; and, in fact, really had a very good
solid growth period.

Now, obviously, a lot of things affect that. But when we did re-
duce the deduction from 100 percent to 80 percent, restaurants did
better. You have a study that says if we made that change, res-
taurants would not do better. But the facts are, they did better.

Mr. JuLlaNo. I cannot theorize like some of the people have men-
tioned earlier. From January of 1987, Senator, until February of
1993, we have lost 30,000 to 35,000 members.

Senator BREAUX. These are your union members though.

Mr. JULIANO. I am not pulling the figure out of the air, you
know.

Senator BREAUX. But that is your union members. That is not
necessarily all restaurant employees.

Mr. JULIANO. We represent a quarter of that segment of the in-
dustry. So you can extrapolate that figure to say how many more
jobs are lost.

Now has there been growth in the industry? You bet. You know
where? Fast food. Some people neglect to mention that that is not
part of this deducibility issue. Have there been more jobs created?
Sure, fast food, not the deductibility issue.

Senator PACKWOOD. You mean not many people go to those res-
taurants for business meals that they deduct?

Mr. JULIANO. Not that I am aware of, Senator.
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Senator BREAUX. We are talking about the growth in the busi-
ness. I think Mr. Juliano said yes, it has been in all the fast food
restaurants.

Mr. BERMAN. If I might add, the growth statistic could perhaps
be misleading. Close to nine out of 10 restaurants fail in the first
5 years of operation in my segment of the business.

So while you may have people opening and closing restaurants,
leading to sales figures that look like they are improving, really we
have people who get into my industry who do not understand the
im{)act of all the different things it takes to turn a profit and the
failure rate is extraordinary.

Senator BREAUX. But as I understand, too, under the proposal,
I would say to my colleagues, that a%parently you still would be
able to deduct travel, you would still be able to deduct lodging. It
would be interesting to see if the big hotels all of a sudden just
make a package deal for lodging which includes meals so you can
deduct the whole thing.

There are going to be 1,000 ways to get around this. You stay
at the Hyatt over the weekend and the room rate is $300. It in-
cludes breakfast, lunch and dinner. Just deduct the whole thing
that way. But you cannot do that, Chip.

Mr. BERMAN. No, I cannot. And I might add, the majority of peo-
ple who use this are smaller people who do not have the sophistica-
tion to figure out how to fool the system.

Senator BREAUX. Let me ask another thing. I introduced the bill
last year and have introduced it again this year, S. 573, rescinding
the FICA tip tax credit, which is aimed at putting actual dollars
in the hands of the restaurant owner. This deduction reduction
does not do that. That proposal helps your customers go to your
restaurant more.

How do you feel about the FICA tip tax legislation?

Mr. BERMAN. If I may, the FICA tip tax is a payroll tax on non-
payroll dollars. A tip is a relationship between a customer and a
gerver. They make declaration and we pay a full 100 percent on
that amount.

Yet in terms of wages, we are only allowed a 50 percent credit.
So within the Code, in terms of taxes it is 100 percent, but in terms
of wages back for the business it is 50 percent, and resolving that
discrepancy would obviously have a positive affect on the industry
in general.

Senator BREAUX. Do you have any idea how much that would
mean for your business?

Mr. BERMAN. [ estimate to pay this year $5,400 in FICA taxes
on tips. And again, those are net dollars. In effect, that is an in-
come tax to my partners and me directly because the money has
to flow through the business before I ever see it.

Senator BREAUX. So if you have a small business, that is a real
problem for you because you are paying taxes on wages that you
are not paying, which is not right.

The CHAIRMAN. You are paying taxes whether you have profit or
not.

Senator BREAUX. Yes. And you do not control the tips.

Mr. BERMAN. And I might add, if the IRS comes back to audit
your people a few years down the road, you can be held liable if
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they undeclared their tips as well. So it makes it extraordinarily
difficult to plan or to understand the impact.

Senator BREAUX. Thank you, Mr. Chairman.

The CHBAIRMAN. Thank you, Senator Breaux.

Senator Chafee, we would like to hear more of your views. We
are considering deducting yachts and jewelry under the business
expense and perhaps you want to talk more about it.

Senator CHAFEE. Well, Mr. Chairman, as you know, I am very,
very careful not to use the word yacht.

The CHAIRMAN. Boat. Small boat. Small craft.

Senator CHAFEE. Let me start off, Mr. Chairman, by saying Mr.
Mclntyre, as perhaps he pointed out is from my State. He and his
family and they are very distinguished. Not now, but I imagine you
were born there, weren’t you, Bob?

Mr. MCINTYRE. Just across the line in Massachusetts. But my in-
laws live in Rhode Island. So it is close enough.

Senator CHAFEE. I knew his father, a very distinguished gen-
tleman in our area.

I must say that I am troubled by the President’s proposal. I know
Mr. Mclatyre’s arguments and I think we can give Mr. McIntyre
a lot of credit for what we did in 1986. The documents he brought
forward and the research he did was certainly a big boost for us.
~ However, we go down these trails in thinking we are going to get
the rich guy and we pick up a lot of people we did not expect to
hit. I will harken back again to that so-called luxury tax on boats.
We did not get the millionaire. They got off scot free. They bought
boats in Europe and keep them down in the Caribbean and go
down there and see them. They are very happy.

All we did was hit a lot of people who work in the boatyards, lay-
ing up the fiberglass and making the sails and making the winches
and halyards and all the items that go into making a boat.

So what these gentlemen are saying, Mr. Juliano and others, is
true. The people who work for these restaurants are low-income in-
dividuals who are getting started as Mr. Berman pointed out. I was
not here when he introduced some of the folks that work with him.

The CHAIRMAN. Ms. Harrison.

Senator CHAFEE. So I think we have to tread very carefully. The
proposal that Senator Packwood made, seems to me to have some
merit. As I understand the present system, if I go in and host a
banquet, costing $500 for some business guests, I can deduct 80
percent of the entire bill. Is that correct, Mr. Juliano?

Mr. JULIANO. Right.

Senator CHAFEE. And somehow that does gall a little bit. Why
should the taxpayer help pay for me living so high on the hog? At
the same time, we have a mileage deduction in automobile travel,
v;ixgtevet it is, 24.5 cents a mile or whatever. But it is not unlim-
ited.
If you go out and you drive a Mercedes that gulps gas or diesel
fuel and the depreciation is way higher than 24.5 cents, whatever
the figure is, you cannot take it. So what about the approach sug-
gested, mentioned by Senator Packwood. Mr. Juliano, what do you
say to that? Whatever the sum is.
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Mr, JULIANO. There is a provision in the Code already that refers
to lavish and extravagant, and if it does not meet that test, you
know, deductibility would be questioned.

Mr. MCINTYRE. In fact, Mr. Chafee, the way it works now is that
it can’t be too lavish, as Bob pointed out, which means you cannot
spend more than $1,000 per person per meal, but it has to be lav-
ish enough that it is more than you would normally spend. So it
has to be somewhat lavish, but not too lavish. That is the current
law on meals according to the 7th Circuit.

Mr. JULIANO. Forgive me, I represent working people, not tax
books. But the result is, there are not any $500 banquets, nor are
there any $1,000 banquets. That is absolutely ludicrous. But there
are conventions and trade shows that go to every major urban cen-
ter in America that provide thousands of jobs not only in our indus-
try, but in other industries that affect the whole city.

So that is what we are talking about. I mean, the provisions are
there. There was a question about compliance, Mr. Chairman, in
1985 and 1986. We advanced the concept of tightening up the Code.
The committee thought it was a great idea and said you have to
limit it. It has to be directly related to your specific trade or busi-
ness. We are the ones that did it.

So why are we dropping 100 to 80? We need revenue. I do not
want to insult you that it is not good tax policy, but how can you
say it is the same tax policy if you are saying advertising deduct-
ibility 100 percent, you know, furniture, 100 percent. It is legiti-
mate. Now the term is legitimate business-related and entertain-
ment expense is 80 percent. Now they say drop it to zero. Right,
because it is not legitimate.

Senator CHAFEE. I think the points you make are all strong ones
about why pick on meals and what is lavish. I suspect if you go
toala banquet that the Capitol Hilton could well cost $70 an individ-
u

I do not know, Mr. Chairman. I guess my basic view is we ought
to be very cautious. You know a lot more about this than I do, com-
ing from where you do. But in our State we are, like so many
States, a tourist State and we want to be cautious because it is af-
fecting a lot of individuals.

The CHAIRMAN. We very much agree. I want to say to Mr.
Juliano first of all, do not feel that you are insulting this committee
by telling us something is bad tax policy. People come before us
and say things are bad tax policy all the time. If you think so, say
80. We need to know.

I want to tell Mr. Wachtel we are very much aware of the issues
you deal with. I mean, there are 35,000 members of Actors Equity,
which maybe 3,000 have a job at this moment. I think that is about
average.

In my youth I benefited from a tax-free provision, a cost-free pro-
vision, in Broadway shows. We used to live on 11th Avenue and
42nd Street, and I would go over as a kid and watch the third act,
walk in with the third act, get up in the top row. Nobody bothered
you. Seats were half empty in the third. I have seen the third act
of more great plays. [Laughter.]

I never figured out how they began, but I know how they ended.
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You are very right about the whnle decline in deductions. This
speaks to the culture as much as to the economy.

. Mr. WACHTEL.. May I also say that unless the show, at least how
it exists today, unless the show proves itself initially on Broadway,
the opportun:ity for touring rarely exists.

The CHAIRMAN. It will not get to Ossacaw.

Mr. WACHTEL. It not only does not get to Ossacaw. It does not
get to New Orleans; it does not get to Providence; it does not get
to Chicago.

Senator CHAFEE. I suppose, Mr. Chairman, that in the theatre
realm we think that in other nations there are outright subsidies.
Now I do not know whether there is in Great Britain. Certainly
there is in the opera in the sther nations. Federal subsidies, cor-
rect, a very sig’n.iggant amount.

However, I suppose others could say, Mr. McIntyre could say,
with some legitimacy that this is indirect subsidy to make it de-
ductibility. Is it 100 percent deductible?

Mr. WACHTEL. No, it is 80 percent since 1986.

Senator CHAFEE. That falls under the entertainment realm.

The CHAIRMAN. Yes, our problem in these matters is that it is

not different than the problem in health. It is what is called

Bohmo's Disease by economists. William Bohmo, is a professor of
economics at NYU, Princeton. He and his wife are opera fans.

In the 1860’s he got interested, in why the Metropolitan Opera
was always broke and why the orchestra was always on strike. He
was curious, why, since we all love it so.

He came up with this very important proposition, which he calls
cost disease, his profession in a tribute to him calls it Bohmo’s Dis-
ease, which is that at different levels, different sectors of the econ-
omy are subject to different rates of productivity growth and some
very little.

The restaurant industry would be a wonderful example. It takes
as much time to serve a plate of oysters in a restaurant in 1893
as it does in 1993. His example would be that a Mozart quartet in
1780 required four persons, four stringed orchestras and 43 min-
utes. Two centuries ago by it still takes four persons, four stringed
orchestras and 43 minutes.

If you play the Minute Waltz in 50 seconds, it is just not the
same. And in Shakespeare’s day there is a very interesting thing.
Bohmo found that real wages in England went down from the
Black Death of the 13th century—went down, down, down. Real
wages not get back to their 13th Century level until the late 19th
century; and the real bottom was in Shakespeare’s day. And you
could make money out of a play that ran 10 nights in the Globe
Theatre. That is why Shakespeare could have 37 plays produced in
his life time.

A playwright today, it takes a year to get your money back in
Broadway.

Mr. WACHTEL. Much more sometimes for a musical.
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The CHAIRMAN. For a musical even more. This is something, you
know, that you could explain. It is not perversity and it is not peo-
ple misbehaving. It is just the way. A doctor looki % at a well baby
today i3 going to take 18 minutes to do so, going to look at it, move
its fingers and check its eyes, and that is about what it took 50
years ago and it is different from what it takes to produce steel.

So we are sensitive. We know about these things. We also know
about our deficit.

We thank you very much for coming. Ms. Harrison, it was nice
of you to come down. We are very much aware of your concerns and
they are legitimate. Thank you all.

[Whereupon, at 11:50 a.m., the hearing was adjourned.]
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OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A US. SENATOR FROM NEW YORK, CHAIRMAN, COMMITTEE
ON FINANCE

The CHAIRMAN. Good morning. Welcome panelists. You are here
today to give testimony on the administration’s foreign tax propos-
als and other tax matters.

Senator Packwood, two of the witnesses you requested. Would
you like to welcome them?

Senator PACKWOOD. Welcome.

The CHAIRMAN. Senator Burns, welcome and we look forward to
many such occasions.

STATEMENT OF HON. CONRAD BURNS, A U.S. SENATOR FROM
MONTANA

Senator BURNS. Mr. Chairman and members of the committee, I
thank you very much for allowing me this privilege of appearing
before you on part of the situation we find ourselves in that is very
near aud dear to all of us, especially in the business of agriculture,
and ot bein/g_ too parochial, but I mean the whole industry as it
is today. 7

The production of food and fiber, Mr. Chairman, energy is at the
very base of every level of production, level of process and, of

(106)
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course, the level of distribution in this country. Energy is the life
blood of this country. This Nation runs on the ability to be mobile.

No other country in the world can match our diversity and the
use of technology to sustain a standard of living that we have be-
came and we are starting to enjoy it.

According to the Congressional Office of Technology Assessment,
30 percent of the Nation’s total energy is consumed by manufactur-
ing plants, by mines, by farms, and by construction firms.

The President has put forth an economic blueprint that he feels
will reduce the deficit as well as address the areas of need. I am
pleased that the President has focused his attention ¢n the deficit
and is incumbent on each and every one of us in this Congress to
work with him to attain the goals tiiat he wants to attain. I con-
gratulate him for confronting this problem.

However, in my view, the package may not help to reduce the
deficit as much as we would like, plus it would have a profound
negative impact on this business o? agriculture and in more par-
ticular, to be more parochial, on my State of Montana.

Our top three industries are agriculture, mining and tourism.
And all would be adversely affected under the President’s proposal
and specifically under the energy tax. President Clinton’s energy
tax would raise $71.4 billion in the next 5 years.

However, this {ax is not exactly fair to all Americans. I think
that is what we strive for here in this body, is a degree of fairness.
It will hit the Western States particularly hard, far more than any
other section of the country.

Not only do we in the west, and especially Montana, rely on en-
ergy to keep our homes warm during colder winters or longer
months or longer winters, we also drive longer distances just to do
our job. But our major industries rely heavily on energy.

For these reasons and others, I ask the committee to consider an
off-road motor fuel tax exemption amendment. Mr. Chairman, in
1991 farmers and others consumed 1.4 billion gallons in gasoline,
some 2.8 billion gallons in diesel fuel in off-road uses, such as our
farm machinery and operating our farms and ranches.

Mr. Chairman, nobody has to tell you, and I think you under-
stand it as well as anybody that I know in our conversation, that
farmers are price takers. They cannot pass price increases along to
the ultimate consumer of food. If the price of input goes up, they,
the farmers, absorb that cost.

And what we have to remember is, consumers in this country
dictate food prices through the food processing industry. Add this
tax to farmers and you run the risk of destroying the food chain
at its very base. I have often said that farmers and agriculture, we
sell wholesale; we buy retail; and we pay the freight both ways.

The affects on agriculture would be devastating. And I could go
on and address the proposed tax it would have on industry related
to coal production, oil production and, of course, hydroelectric
power. In States where we are energy producers and we are high
energy users, we get hit doubly hard.

I want to emphasize my concern over the affect of apply the en-
ergy tax consumed as a part of the manufacturing production proc-
ess. I am referring to the manufacturing process that utilize energy
sources one of two ways—as a raw material that is transformed
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into a product, or as a direct input to affect a chemical or physical
change that turns the raw material into a finished product.

In either case, we would be taxing the basic feed stock utilized
in the production process that may not be only able to be rede-
signed at great difficulty or at great expense or even possible at all.

But one last area that has not been given enough consideration
in this debate on how this tax will affect small business, which
comprise 98 percent of my businesses in the State of Montana. As
a State, Montana has started to take hold of export opportunities
that will incur because the energy tax will increase the vulner-
ability of small business in foreign competition. The energy tax will
reduce American business’s international competitiveness and re-
duce economic recovery and increase unemployment.

The energy tax as it is put forth in this plan is a regressive tax
to the Western States and will result in less production and, there-
fore, less economic activity. The less there is in growth, the greater
loss in future tax revenue. We lose on both ends of the formula the
President has recommended to deal with the deficit spending situa-
tion that we find ourselves in.

Mr. Chairman, on my amendment, I would seriously ask that the
committee take a look at ofi-road exemptions while you are dealing
with this monumental task that you ﬁave to deal with. I under-
stand your situation, too.

What we are asking for is fairness, just fairness. I thank you,
Mr. Chairman. And I would answer any questions or try to answer
any questions that you might have at this time.

The CHA.xMAN. Well, we thank you, sir. That was a very graphic
presentation. I have, of course, heard you before make that power-
ful point that the farmers are price takers. That issue would define
much of American politics in the latter part of the 19th century.
What do you do about that and the organization of the railroads
which tooK the farm produce in the high plains back east?

As you know, on our committee your views are well represented.
The ranking Demoucrat member, your colleague and onrs, is Senator
Baucus, from Montana. We have a representative Senator from
your neighbors, North Dakota and South Dakota. I would not imag-
ine, apart from the Aﬁriculture Committee itself, that you are bet-
ter represented anywhere else in the Senate than on the Finance
Committee.

I will first ask Senator Packwood.

Senator PACKWOOD. I have a couple quick questions, Senator.
Last week a fellow named Bill Drummond appeared from the Pub-
lic Power Council in the Northwest. He was estimating increases
in the northwest and he said that Montana had the sixth highest
burden per capita. In that 30 percent above the national average,
and he attributed much of this to the impact on the use of hydro
power in Montana. Do you agree with that assessment?

Senator BURNS. I would. And especially, fyou know, with the situ-
ation that we have out there now, and, of course, some of that is
being encountered in the State of Oregon, we are very concerned
about our REA’s and our power consumption.

We have an aluminum plant that is at Columbia Falls Montana
that employs some 700 people. And that is a very margin business
as it is right now because it is on the world market. Aluminum
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prices are not set here in the United States, but it is a world price
and that is very marginal.

I am also concerned with the treatment of hydroelectric power.
We are very high users of hydroelectric power here in the United
States but it is a world price and a very high user of hydropower
from that same grid. So I would agree with that assessment.

Senator PACKWOOD. Second question, just comparative statistics.
Senator Conrad was talking about farm income in North Dakota
and he said his average farmer makes about $17,600 a year and
would p:ir $1,200 under the President’s tax groposal. Is that rough-
ly equivalent to your experience in Montana?

Senator BURNS. That would be, and I think that is probably the
grain farms. Of course, they are a high consumer of tl":eir machin-
ery and operation. But I would agree with that. It may cost us just
a little more in the State of Montana. But the average income of
those grain farmers and, I think, we saw a figure of around $4,000
a year when you get into the large grain farms would cost.

And yet we have to take everything and put it into perspective.
We were selling wheat in 1949 for higher prices than we are selling
wheat today. And, yes, the agriculture machine is a very efficient
machine, but we can only stand so much before it becomes very re-
gressive and we just cannot afford to produce it all.

Senator PACKwWoOOD. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, sir.

Senator Baucus, you have strong views on this subject as we
know well and we respect them greatly.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus. Thank you, Mr. Chairman. Mr. Chairman, first
I want to thank my colleague from Montana for joining us this
morning. He is stating a particular problem that we have in the
Rocky Mountain States, the high plain States. Namely we are nat-
ural resource States. So we are gtates where we have not much
manufacturing, very little manufacturing, compared with many
other States.

In fact, in the State of Montana, Mr. Chairman, about 95 percent
of our State’s economy is comprised of natural resource indus-
tries—that is timber, it is mining, it is agriculture. Very little of
it is manufacturing. In fact, in our State I think only 5 percent of
the economy is manufacturing.

Tourism and recreation is becoming a growin§ industry. As at-
tractive as that is, it still is a very small part of our State’s econ-
omy. And as a natural resource State, we find that we have certain
disadvantages.

Number one, the proposed Btu tax tends to hit us very strongly
because as a natura? resource based State, certainly in agriculture
and in aluminum, those are industries that cannot pass on cost in-
creases. They have to take whatever the international market price
is.

In the case of aluminum, the London metals exchange basically
sets the price. And in addition to that, the former Soviet Union,
Russia and some other countries are dumping aluminum on the
world market with low cost to them.
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The CHAIRMAN. We have heard that.

Senator BAUCUS. They use it as a machine to generate hard cur-
rency for themselves and to meet other needs. American aluminum
producers face that predicament. They cannct pass on cost in-
creases.

And as the Chairman knows, power, electric power, is a very,
very high component, our largest cost component, of aluminum pro-
duction and if the Btu tax is slapped on, it obviously is disadvanta-
geous to the industry.

The same would apply for farmers. Montana farms first must
pay the Btu tax that goes into the fertilizer and raw materials that
they use. Second, the tax will increase the price of machinery that
we have to purchase. Beyond that it affects transportation. Dis-
tances are much greater for us in the Rocky Mountain west than
for other people.

So as a natural resource State, that tends to mean that our dis-
tances to markets are much greater; therefore, we pay much more
transportation costs, tax versus add-on, again to industries that are
unable to pass on cost increases.

On the other hand, obviously, I commend the President for his
efforts, very significant efforts, at deficit reduction—$500 billion
over 5 years is very significant.

Second, I commend the President for trying to promote energy
conservation as well as basic deficit reduction. The Btu tax is the
one proposal that tends to lean very much in that direction.

We only ask, Mr. Chairman—and my colleague and others m: e
this point—that there be geographic balance, industry balance, and
overall working in that direction. I would also note that my col-
league from Montana is attempting to work in the same direction,
too. He, too, wants to work with the administration so long as the
solution is balanced from a geographic as well as from an industry
point of view.

I thank my colleague for coming here before us.

Senator BURNS. Well, I appreciate your comments, too, Senator
Baucus. I think we are at the end of the line. We originate and
work the end of the line. So it makes for a very difficult situation
in our case.

I think as a government goes, I would footnote that we try to
make policy that one size fits all. That is pretty tough to do when
we start trying to make a farm bill work or food policy. Sometimes
one size does not fit all. There are certainly exceptions.

The CHAIRMAN. I wonder if I could, just before you leave, sir, per-
haps tell you about my role in the economic development of Mon-
tana. [Laughter.]

It is not to be laughed at. Just after the Second World War, a
bunch of fellows and I got out of the Navy and bought an old
hearse. We set out to mine gold in Alaska, but we never got any
further than Hungry Horse, Montana where they were clearing the
back water for the Hungry Horse Dam.

I got a job cutting brush on that vast area. I went to work and
I worked harder in one week than I have ever worked in my life,
before or since. And then came Saturday and it is payday and the
foreman passes out the pay. And he says, Moynihan, and I said,
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yes, sir, and he said, you are fired. I said, well, all righ*, but what
did I do. He said, that is just it, you did not do nothing. [Laughter.]

The CHAIRMAN. So, you know, you might remember that. That
could jaundice a fellow. But then just in the nick of time it all got
better because after awhile my best buddy and I decided we were
not }foing to make it out there. We just were not making it out here
in Hungry Horse. So we decided we would go back home and we
would hitch a freight car.

We went over to Kalispell and we crept down at night, down the
siding, and we found a box car and we jumped in and went right
in the back. About an hour later we heard crunch, crunch, crunch,
one of the bulldogs was coming along and he had a flashlight.

Suddenly the light flashed into our car and caught us right there.
What are you guys doing here? We are going back to New York,
sir. He says, well, you can stay here if you want, but this car is
not %:):ng to move for a month. If you want to go to New York, you
had better come with me and he put us on a car. I would still be
in Kalispell to this day if it was not for that. [Laughter.]

Senator BURNS. Mr. Chairman, I appreciate that. You know, we
have all had to do hard work and your experience is most appre-
ciated here. I have always been sort of like Mark Twain about hard
work and doing. The man that picks the cat up by the tail learns
much more of the cat than one who sits and observes.

So we appreciate your experience in Montana. And I thank you,
Mr. Chairman.

The CHAIRMAN. We thank you very much, sir. You know you are
well represented on the Finance Committee.

Senator BURNS. Thank you.

_[’I]‘he prepared statement of Senator Burns appears in the appen-

The CHAIRMAN. Now we are going to hear the panel that we had
scheduled for Wednesday. It will be dealing with the questions of
the passive royalt);lprovision, and other foreign trade aspects of the
President’s proposal.

We are going to hear from Michael Boyle, who is director of taxes
with Microsoft Corp. May I say, that Bruce Hyman, who was with
Mr. Boyle on Wednesday cannot be here today, but wanted to be.
He had to be out on the west coast. He wrote me to say that.

Murray Scureman, who is vice president of government affairs
for the Amdahl Corp. Mr. Scureman, welcome. And Erik Nelson,
vice president for financial operations of Procter and Gamble. Mr,
Nelson, welcome.

Mr. Boyle, if you would proceed first. Let’s see, you are going to
present Mr. Brown’s testimony; is that it?

Mr. BoYLE. That is correct.

The CHAIRMAN. Good. In case there is any question about your
views, this is a statement on the serious adverse impact of taxing
royalties as passive income. There are no ambiguities there.

Mr. Boyle, we welcome you.

STATEMENT OF MICHAEL P. BOYLE, DIRECTOR OF TAXES,
MICROSOFT CORP., REDMOND, WA

Mr. BoyLE. Thank you, Mr. Chairman. I am Mike Boyle and 1
am director of taxes and tax counsel for Microsoft Corp. 1 greatly
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?vxirreciate the opportunity to testify before the committee and I
ill be brief, and I will not be overly technical.

Microsoft develops markets and supports a wide range of systems
and application software for personal computers. From a start-up
company founded in 1976, we hava grown to employ 10,000 people
in the United States, and another 3,000 people overseas.

Around the world we sell more than 100 products developed in
25 languages. Last year more than 55 percent of Microsoft’s almost
$3 billion in revenues came from foreign sales. Moreover,
Microsoft’s success at exporting is not unique. The American soft-

. ware industry dominates world sales and in some segments holds
an estimated 75 percent market share.

This success is one of the reasons the software industry contrib-
utes more to the economy t}an all but five manufacturing indus-
g;ie:é Indeed, today it is the {astest growing industry in the United

ates.

I am here this morning to urge reconsideration of the proposal
to tax royalties as passive income for purposes of the foreign tax
credit limitation. I £) so for two principal reasons.

First, the proposal is directly at odds with the way America’s
computer software companies do business. Second, despite Mr. Ses-
sion’s assurances on Tuesday, the proposal is likely to lead to pre-
cisely the opposite result of that intended and will actually encour-
aﬁe American companies to move their software development off-
shore.

Let me explain. It is essentiu! to understand the fundamental as-
pect of any software program is the intellectual property that it
embodies. The work ofP researching, writing, testing and perfecting
a software program is very labor intensive.

Mor.over, practically all the software development work is done
by Microsoft in the United States. It involves precisely the type of
highly skilled, highly paid jobs that this country needs.

When we sell our programs, we are essentially selling the right
to use this intellectual property. We do not, however, sell the pro-
gram itself because with every personal computer able to make cop-
ies, we soon would be out of business. As it is, software piracy is
extremely serious. The industry estimates its revenues would dou-
ble overnight if we could end piracy.

At the wholesale level, American software companies sell their
grograms overseas by licensing them to computer hardware manu-
acturers who pay a royalty for the right to load programs into
their machines. Not only is this an efficient way of distributing pro-
grams, but it also sig'n.igcantly reduces the siracy problem.

A computer manufacturer selling a naked machine, with no soft-
ware programs, is essentially inviting the purchaser to use copied
programs.

At the retail level, we sell our programs over the counter in
shrink-wrapped boxes. Once again, however, these products contain
a license for the purchaser to use the software. Thus, some might
characterize income from even these transactions as royalties for
purposes of the Tax Code.

In short, all of Microsoft’s income, whether royalty or sales, is
earned from selling software and it should not be treated dif-
ferently for tax purposes. Yet, under the administration’s proposal
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a significant share of the foreign earnings of America’s software
companies will be affected by this provision.

Unfortunately, the result may cause U.S. software companies to
move their software development offshore in order to avoid having
our business income characterized as passive royalties. This is the
opposite result of what we understand was intended.

This is not idle speculation. The Wall Street Journal recently re-
ported on U.S. companies moving research facilities outside the
United States. Companies can significantly reduce costs by employ-
ing professicnals in other countries.

I can tell you from personal experience that a number of coun-
tries have strongly urged Microsoft to establish research centers in
their countries. To date, Microsoft has avoided moving its research
facilities outside the United States. But the royalty provision calls
into question the fundamental issue of whether Microsoft will be
forced to create jobs offshore.

Relocating research and development is not a desirable alter-
native. But Microsoft and other software companies must be able
to compete in a global economy.

Before I conclude, I would like to make just three quick addi-
tional points. First——

The CHAIRMAN. Mr. Boyle, take your time. We had to put you off
for 2 days. Go ahead.

Mr. BOYLE. First, the passive royalty proposal also is likely to en-
courage U.S.-based companies to invest in operations in foreign
countries because of the additional tax costs of remitting those
funds to the United States.

Second, the growth in royalty payments since 1986 is, we believe,
directly attributable to tax law changes which required companies
to pay substantial royalties, not from an increase in tax-motivated
transactions.

Finally, the proposals adverse impact is not limited to software
companies. It similarly affects other leading American companies
who must manufacture outside the United States to service their
foreign customers.

Thank you. I would be happy to answer any questions you might
have, Mr. Chairman, or other members of the committee.

The CHAIRMAN. We thank you, sir, for very careful and very lucid
testimony. We will have questions at the end of the testimony of
the panel.

The CHAIRMAN. Now, Mr. Scureman. Good morning.

STATEMENT OF MURRAY S. SCUREMAN, VICE PRESIDENT,
GOVERNMENT AFFAIRS, AMDAHL CORP., WASHINGTON, DC

Mr. SCUREMAN. Good morning, Mr. Chairman, members of the
committee. I am Murray Scureman, vice president of government
affairs of the Amdahl Corp. I am a businessman with 25 years of
experience in the computer industry, nearly 15 of which have been
spent at Amdabhl in a variety of line and staff positions.

I would like to thank the Finance Committee today for the oppor-
tunity to testify on these important international tax proposals be-
cause the computer industry is not healthy today.
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For the first time in our history, Amdahl lost money last year,
as did our main competitor, IBM. In addition, both companies had
a terrible first quarter.

Although Amdahl is affected by the royalty provision we just
heard about, I am here today primarily to discuss the deferral pro-
posal, which would place an unprecedented, retroactive tax on off-
shor: passive assets which are in excess of 25 percent of the total
assets.

Since 40 percent of Amdahl’s revenues are derived outside the
United States, I would like to explain, one, why Amdahl had to
open a European plant; two, why our business requires offshore
cash reserves; and three, why the retroactive 25-percent test is
harmful to some high-tech companies.

By way of background, Amdahl is a $2.5 billion high technology
American company. It was founded in 1970, primarily to manufac-
ture large-scale mainframe computers. Today, Amdahl spends
nearly 15 percent of sales on development, which makes us one of
the Nation’s most R&D intensive companies.

Why do we have a plant in Europe? We knew pretty much from
the beginning that we had to be successful in both the United
States and the European markets to be able to cover the cost of op-
erations and our large R&D costs.

Many of our customers were uncomfortable becoming dependent
on a product that was built only in earthquake-prone California. In
addition, all of Amdahl’s competitors already had European plants.
So our European customers demanded local sourcing. So we had to
build a second plant, and for marketing service and logistics rea-
sons, would have to be in Europe, not in the United States.

Ireland was chosen. I would like to point out that Amdahl did
not flee the United States to seek lower wages. In fact, Irish and
American wages are comparable. And today the cost of manufac-
ture of a mainframe is essentially the same in either plant. Also,
an Irish built mainframe is imported into the United States only
to respond to an emergency customer situation.

So why is it necessary to have offshore cash reserves? Well, con-
trary to Mr. Sessions’ assertions last Tuesday, it is not done to
avoid paying U.S. taxes. We need the money to run the business.

For example, between 1978 and 1991 the Irish plant was relo-
cated, expanded and modernized at a total cost of $115 million.
Secondly, Amdahl, Ireland has reimbursed Amdahl corporate about
$400 million to date as part of an ongoing R&D cost-sharing ar-
rangement.

e final reason is business prudence. By year end 1992, 2 years
of unprofitable Irish operations had reduced our offshore reserve by
40 percent. Our plans to use that reserve to fund a European leas-
ing operation had to be shelved for two reasons. One was the weak
mainframe market in Europe, but the other was the need to devote
these ruserves to working capital.

So why isn’t 25 percent a sufficient cushion? Well, the problem
as we see it is, this proposal discriminates against certain asset
structures. For example, a company with large, active assets or
companies who choose debt financing may not have a problem with
this proposal.
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One of the characteristics of a high-tech company like Amdahl is
that we are capable of generating large revenues from very modest
tangible assets. And if in addition we use the reserve for equity fi-
nancms (gqrposes we are apt to fail the test.

In addition, companies will also have the added administrative
burden of monitoring their assets quarterly to ensure that normal
business decisions do not cause passive assets to exceed the limit.
This costly process is often followed by prolonged battles with the
IRS over the value of assets. I would like to point out that ncne
of our foreign comg:titors are burdened by such activities.

In summary, I believe that tinkering with the international tax
code is a bad idea, particularly in light of the EC 1992 investment
build up by our foreign competitors. These proposals only weaken
America’s competitive capabilities by in~reasing costs. As you just
heard, by creating a tax structure that will motivate some compa-
nies to permanently invest offshore.

As a final thought, at Amdahl, foreign investment means U.S.
jobs. Several hundred jobs were created in California to support
Amdahl’s operation overseas. These are highly skilled technical, ad-
ministrative and staff jobs that represent the kind of employment
that the Clinton administration is committed to creating.

I might point out that these jobs are all in addition to Amdahl’s
R&D-—97 percent of which is performed in California.

Thank you very much. I would be pleased to answer any ques-
tions.

[The prepared statement of Mr. Scureman appears in the appen-

The CHAIRMAN. Thank you, sir. This is the first time the issue
of being earthquake prone has come before this committee. I do not
know what we can do about that. But be sure not to tell them
downtown, they will think up a program.

Senator PACKWOOD. Give them a tax incentive.

The CHAIRMAN. Yes.

Let’s now hear from Mr. Nelson. We welcome you, sir.

STATEMENT OF ERIK G. NELSON, VICE PRESIDENT FOR FI-
NANCIAL OPERATIONS, PROCTER AND GAMBLE, CIN-
CINNATI, OH

Mr. NELSON. Thank you, Mr. Chairman, members of the commit-
tee. My name is Erik Nelson. I am vice president of financial oper-
ations for the Procter and Gamble Co.

I am pleased to testify on behalf of the Committee on Royalty
Taxation, referred to as CORT. The 15 U.S. multi-national compa-
nies which are CORT members are listed on our written statement.

CORT supports the administration’s economic objectives for ac-
celerated economic growth, job creation and a significantly reduced
Federal budget deficit. CORT is concerned, however, about the pos-
sible negative affects on the economy of the administration’s nro-

osal to treat all foreign source royalty income as passive income
or foreign tax credit purposes.

We believe this change is unwise. It is inconsistent with long-
standing tax policy. And we believe it could produce exactly the op-

osite affect of what the administration seeks to accomplish. Now,
pecifically, it could cost high-paying U.S. jobs that will reduce cash
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flows to the United States. It will make U.S. multi-nationals less

competitive in world markets. And it will provide a disincentive to

(s:otg t:amt research and to own the reiated technology in the United
8.

As the committee knows we live in an increasingly seemless glob-
al economy. CORT members, like P&G, find themseives competing
directly in the United States and in many other markets through-
out the world against global and local competitors. Tax policy must
not restrict our ability to compete on an equal footing.

This proposal affects U.S. multi-nationals but not their foreign
multi-national competitors by reducing the after-tax returns U.S.
competitors can earn on their foreign investments. Accordingly,
U.S. companies will be forced to restructure their operations to
maintain adequate financial returns.

Now let me examine for a moment what this proposal will do. It
will severely impact U.S. multi-national companies who receive
both dividends and royalties from foreign operations.

These companies are critical to our economic progress, operating
globally, often in high vechnology fields and providing U.S. jobs and
a positive balance of payments.

By prohibiting them from using otherwise available tax credits,
active income, which has already been taxed abroad will be taxed
again in the United States, frequently resulting in taxes in excess
of 50 percent. I simply cannot imagine that that is what the admin-
istration intended.

U.S. multi-national companies are in direct competition with
multi-nationals from all parts of the world. Profit margins are
tight. Pricing flexibility is limited. We simply cannot raise prices to
recover higher taxes. That would only erode our market share.

So U.S. multi-nationals will be forced to restructure to get out
from under this burden. Bear in mind, this is very important, that
no one in CORT wants to take these measures. They run counter
to what is good for the country. But these measures are steps we
will have to take in order to remain competitive.

First, companies will consider eliminating U.S. R&D jobs or relo-
cating them abroad to reduce our after-tax costs. These are high
skilled, high paying jobs. There will be a ripple affect throughout
the economy since jobs at suppliers who helped develop new tech-
nolo? and often supply equipment to the foreign operations will
also be affected.

Second, as technology development moves offshore, royalty flows
will be reduced and sometimes reversed. Royalty income right now
averages about $15 billion to $16 billion annually into the United
States. We would expect this to decline dramatically.

So, too, will dividend flows. Companies will not pay dividends if
they have to pay stiff additional taxes to do so. They will simply
invest these funds abroad.

And finally, over time we are going to see an erosion of the U.S.
technology base, and this is something none of us wants to see.

Some would argue, and I think you heard this from Mr. Sessions,
that the increase in royalty payments since the 1986 Tax Act is in-
dicative of tax planning that has harmed the U.S. tax base. In our
view, changes in royalty flows are responsive to many factors that
have nothing to do with tax considerations.
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Let me give you an example that is specific to my company. Since
1986 our foieign royalty income has grown almost 300 percent. I
believe that Mr. Sessions quoted a number of 300. But that is an
index, and actually his number is 200 percent. So our royalty in-
come has increased more than the government is claiming their
total roiyalty income has increased.

Our foreign sales to which royalties are tied, have increased by
about 225 percent over this same period. The difference is caused
b%' product mix, and I can explain that later, and also the lifting
of restrictions on royalty payments by scme countries which did not
permit them prior to this period.

So I think you can see from this that the increase was not tax
driven. It relates directly to the growth in our international busi-
ness.

The CHAIRMAN. Mr. Nelson, take your time.

Mr. NELSON. I am just about there. I appreciate the extra couple
of minutes.

The CHAIRMAN. Take your time.

Mr. NELSON. A strong international business should be encour-
aged. I think we all agree with that. it strengthens our U.S. busi-
ness, producing the jobs and the economic growth we all so des-
perately want.

So to summarize, this change places an unwarranted tax burden
on global companies like tne members of CORT. The United States
stands to lose jobs, capital inflows and technical capability. This is
a lose/lose situation. It is not what the administration wants and
it is certainly not what the Nation needs.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you, sir.

(The prepared statement of Mr. Nelson appears in the appendix.]

The CHAIRMAN. Now, I would like to ask the panel if they would
just help me with my own understanding of the subject, which is
anything but solid. Royalties for Microsoft, for Amdahl, royalties in
return for the use of software really are not that different in struc-
ture than just plain receim;s for sales, aren't they? Is that not what
you do? You sell these things and people pay you in the form of
royalties.

am just curious. Why do you take royalties instead of just cash?
I am sure there is a reason.

Mr. BoYLE. Well, Mr. Chairman, our business has essentially two
main components. One is where we license other companies, simi-
lar to Amdahl, although we deal with personal computer manufac-
turers, where they create our product and simply pay us cash in
the form of royalties.

Additionally, what we do, Mr. Cliairman, is we—-—

The CHAIRMAN. So you license a manufacturer?

Mr. BoYLE. Correct. And additionally, the other half of our busi-
ness is where we create boxtop product, where if you were to walk
into any retail chain here in the Washington, DC area you would
see s»g)gas of software products that anyone walking in off the street
would buy.

The CHAIRMAN. Well, Mr. Boyle, I am afraid if I walked in off
the street, I would not buy. But some will, yes.

Mr. BoYLE. You might window shop.
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But the transaction where we are selling the boxtop product, we
think could be c~nsidered to be a sale transaction rather than a li-
cense for tax purposes. Although it is unclear in many tax jurisdic-
tions how that is specifically treated.

The CHAIRMAN. But it is what you make? You program and de-

velop.

N{x{. BOYLE. Correct. And the reason that it specifically affects us,
Mr. Chairman, is because unlike other companies we really deal in
intellectual property. So our product is really intellectual in nature
rather than being something very tangible, such as a mainframe or
a computer.

So it particularly affects us because our product is really, to a
very large extent, intellectual in nature.

Is that helpful?

The CHAIRMAN. Well, in what respect is your software program
different from an LP record?

Mr. BOYLE. Well, in many instances we think that we are com-
parable to the record industry and should be treated comparably to
the record industry.

b The CHAIRMAN. I se2. Mr. Scureman? I am just asking for help
ere.

Mr. SCUREMAN. Yes. The way I have always looked at it is, when
you rent an Amdahl mainframe, that comes in like you thought,
which is cash. But when you have a piece of software for which the
owner is maintaining the control on intellectual property and serv-
icing of, that is considered a royalty.

In other words, the monthly payments for the use of that propri-
etary piece of software is considered a royalty; where the monthly
use of the hardware is considered rent.

The CHAIRMAN. But yet Hargrove’s Dictionary would give us an
entirely different meaning for rent—in any event, the technical
economist’s concept of rent.

Mr. SCUREMAN. Right.

The CHAIRMAN. It seems like sales to me. You are selling some-
thing people want and they pay for it in a different manner. But
it is something you produce and sell.

Mr. SCUREMAN. gut the way I understand the accounting for
software is it is considered a royalty payment.

The CHAIRMAN. Right.

Mr. SCUREMAN. As opposed to hardware is considered sales like
you think.

The CHAIRMAN. Mr. Boyle? -

Mr. BOYLE. In some sense, Mr. Chairman, it depends on the na-
ture of the transaction. If, essentially, it is just a limited grant of
rights, that can be viewed as a sale for tax purposes.

———————— The CHAIRMAN. Right. Right.

Mr. Nelson, did you want to comment?

Mr. NELSON. Mr. Chairman, do you have a specific question you
would like to address to me? My royalty situation is somewhat dif-
ferent from theirs.

The CHAIRMAN. Well, explain the difference. My object is to help
us get a sense of universe with it. S

r. NELSON. Well, in our case, we are operating internationally
through subsidiary companies—52 in all right now—who actually
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manufacture locally and sell the product to the consuming public.
So our royalty is from that subsidiary. They are paying us for the
use of the technology, which the parent company owns, as well as
trademarks and other know how.

Senator PACKwWOOD. All of these are your subsidiaries?

Mr. NELSON. That is correct.

Senator PACKWOOD. So these are not licensed companies owned
by somebody else?

Mr. NELSON. That is correct.

The CHAIRMAN. Thank you.

Senator Packwood?

Senator PACKWOOD. All of you can answer this if you want.
When the Treasury Department testified earlier this week, decided
its statistic that—and I will quote it—“Royalty payments have
risen more than 300 percent since the Tax Reform Act of 1986.”

And Treasury indicates-—they did not quote this, what I say
now—the Treasury Department indicated that this rise in royalties
connected to the tax treatment of royalties received by the U.S.
parent companies from their foreign companies.

Is it your experience that the tax incentives have much to do
with the increase in royalties?

Mr. NELSON. Not in my company’s experience or in the experi-
ence of the members of CORT. In our view, the growth in royalties
is directly attributable to the globalization of the world economy.
The fact that so many countries are opening up, and companies
like ours are going in to take advantage of those opportunities.

Our sales, for example, international sales 10 years ago I think
were about 20 percent of the total company. They will be 50 per-
cent this year and they will likely be two-thirds by the end of the
decade. So I think you can see from that the growth of our inter-
national business. And I cited the statistics in my comment, that
our royalties have increased 300 percent since 1986.

And, in fact, they have increased, I think, eight times since the
late 1970’s.

Senator PACKWOOD. It is a lucky business. You are increasing
very well.

Mr. NELSON. We are doing very well internationally and that is
what all of us want to do.

Senator PACKWOOD. Mr. Scureman, let me ask you, you went to
Ireland in 1978.

Mr. SCUREMAN. Correct.

Senator PACKWOOD. Let’s assume you fail the 25-percent test.
You have to go back now 15 vears. Do the records even exist?
Could you go back to 1978 anu on a deferral basis figure what you
owe in taxes? Are those records even around?

Mr. SCUREMAN. I can find out for you. I am not sure.

Senator PACKWOOD. In any event, would it cause you a signifi-
cant difficulty trying to piece together through the years of retro-
active deferral?

Mr. SCUREMAN. Yes, it would.

Senator PACKwWOOD. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.
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Mr. Scureman, as I understancl your point, cash reserves cver-
seas are necessary for working capital and capital development. Be-
fore you mentioned your Irish operation. Could you give us a sense
of what your cash reserves are overseas compered with the cash re-
serves held domestically, as a proportion of, say, net worth or some
other guide?

I am trying to determine, you know, whether cash reserves are,
in fact, held overseas to avoid taxes or whether they are held over-
scas to, in fact, achieve the purposes you have stated.

Mr. SCUREMAN. I think in answer to your question, there is no
given number as my testimony points out. You are constantly using
and accruing cash, depending on how the business is doing.

We have had times when the amounts of cash were roughly the
same. But then you must understand that we do 40 to 45 percent
of our business overseas.

Senator BAUCUS. So you report, therefore, 40 to 45 percen. of
your cash reserves overseas?

Mr. SCUREMAN. Compared to the cash reserves in the United
States. We have had times when they have been equivalent. Right
now, we are using cash. In fact, we just announced our financial
results on Wednesday and we lost about a quarter of a billion dol-
lars, just like IBM did.

Senator BAucus. What about assets?

Mr. SCUREMAN. Pardon me?

Senator BAUCUS. Assets. What is the ratio of foreign/domestic?

Mr. SCUREMAN. Well, that is the point I tried to make about a
high technology company often has the characteristic with fairly
low tangible assets being able to generate large revenues. So our
tangible assets are, say, around $115-$125 million for the plant
and at the moment our passive assets are about $100 million high-
er than that, but coming down rapidly.

Senator BAucuUs. Mr. Nelson, just following up on the question
Senator Packwood asked, Mr. Sessions indicated this figure as 300
percent. He said it in part was because of the changes in the 1986
Act, that is due to clamping down a Lit on transfer pricing and also
these baskets set up in the 1986 Tax Act, how foreign passive in-
come is treated, basically saying the reason for the 300 percent roy-
alty increase is due to changes in the Code.

thhe CHAIRMAN. And if I could interject, Mr. Boyle says the same
thirg.

Senator BAucUs. So if that is the case, could you again tell us,
you know, as persuasively as you can why the 300-percent increase
in royalties is due to foreign sales and to growth and so forth and
to the nature of business, rather than being tax driven?

Mr. NELSON. Well, I think the 1986 Tax Act did require or im-
pose some requirements on the payment of rcyalties. If that is
what Mr. Sessions is referring to, it may have had some affect.

But you can see from our hgures that what drove the increase
in royalties was an increase in business. It was an increase in
international sales.

Plus, we had a mix affect in the sense that we bought a company
in the mid-1980’s that is in the health care business and over-the-
counter drugs, in our case, carry a somewhat higher royalty than
do detergents and diapers.
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Then, thirdly, we were able to convince some countries that they
should permit us to pay royalties back. Not all countries do that.
But now we are getting royalties back from, I think, all of the coun-
tries in which we do business.

The CHAIRMAN. From India?

Mr. NELSON. I believe we are. Let me ask my expert. He will nod
if we do.

No?

The CHAIRMAN. I thought not.

Senator BAucus. The India question caused me to forget my next
question.

The CHAIRMAN. I am sorry.

Senator BAucus. I was so focused on special 301 and our——

Mr. NELSON. If I could just make a couple of other comments. We
have been paying royalties for 30 years or so from our subsidiaries
and always trying to get a royalty from our subsidiaries because it
allows us a steady stream of cash from these businesses, so we are
getting some return. They do not always earn a profit. So we can-
not always pay dividends, especially in start-up situations.

So our motivations for getting royalties back are to get cash back
out of these businesses.

Senator Baucus. Could you generally address—I know this is &
very complicated subject—but just in layman’s terms explain to us
as best you can, how level is the playing field internationally for
U.S. companies versus our major competitors in your industry from
a tax perspective?

How do other countries tax their multi-nationals in their indus-
try as compared to how the United States taxes multi-national in
our industry? I mean, is the playing field from that perspective
roughly level or not? Whatever light you could shed on that would
be helpful.

Mr. NELSON. 1t is difficult to generalize. But I think that by and
large in our experience most countries have a form of cross-credit-
ing where they allow various streams of active income and the off-
setting of excess credits in one stream of income against another.
So that is a very common practice.

Now another part of your question is how level is the playing
field, and it is difficult to get a clear picture of that. But there have
been studies that suggest that the tax that U.S. multi-nationals
pay on their foreign source income is generally above the statutory
rate. The General Accounting Office study said 37 percent versus
34 percent.

So we are not getting any kind of a break from the current tax
system.

Another study that was done by Price Waterhouse, where they
tried to compare a company operating in the United States versus
in other countries, but having the same general sales around the
world, and in that case, companies operating outside the United
States had a lower tax on their foreign income than the U.S. com-
panies had. )

So all of this suggests that the playing field is relatively level,
but it tends to be stacked against U.S. multi-nationals.

Senator BAucus. Thank you.

The CHAIRMAN. Mr. Nelson, what is your industry?
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Mr. NELSON. We are in disposable consumer products. We make
Tide, Pampers.

The CHAIRMAN. Do you also make pharmaceuticals?

Mr. NELSON. We are small in the pharmaceutical industry now.

The CHAIRMAN. I was just saying that a large corporation such
as yours becomes diversified in its products as well as locations.

Mr. NELSON. That is correct.

The CHAIRMAN. Senator Packwood?

Senator PACKwoOD. No further questions.

The CHAIRMAN. We have a problem here and we thank you very
much. That was very lucid testimony, very thoughtful testimony,
very temperate testimony. It is about as complex a judgment that
we are going to have to make in terms of what the administration
has sent us. We are very much in your debt. We appreciate this.
We particularly thank you for coming back in the way that you
have done, gentlemen.

Mr. NELSON. Thank you.

Mr. BoYLE. Thank you.

Mr. SCUREMAN. Thank you.

The CHAIRMAN. As you depart, gentlemen, half the former staff
directors of the Finance Committee depart with you. [Laughter.]

The CHAIRMAN. We are now going to have a concluding panel for
the morning. We have a distinguished economist and an accountant
as witnesses. They are here to just advise us more than anything
else. Dr. J.D. Foster, who is the chief economist and director of the
Tax Foundation, and Mr. Harvey Coustan, who is the chairman of
the Tax Executive Committee of the American Institute of Certified
Public Accountants.

I think it was Senator Packwood who asked these gentlemen to
come, was it not? Would you like to welcome them?

Senator PACKWOOD. Gentlemen, welcome.

Dr. FOSTER. Good morning.

Mr. COUSTAN. Good morning.

The CHAIRMAN. Dr. Foster, you are listed first, so proceed.

STATEMENT OF J.D. FOSTER, PH.D., CHIEF ECONOMIST AND
DIRECTOR, TAX FOUNDATION, WASHINGTON, DC

Dr. FOSTER. Thank you, Mr. Chairman, and good morning to you
and the members of the committee. My name is J.D. Foster. I am
Chief Economist and Director of the Tax Foundation.

The Tax Foundation is a non-profit, non-partisan research and
education organization that has monitored fiscal policy at all levels
of government since 1937. We have approximately 600 contributors
consisting of large and small businesses, charitable organizations
and individuals.

The Tax Foundation does not lobby for specific tax legislation.
Our appearance here today is intended solely to promote sound, fis-
cal policy. It is an honor to appear before the committee today on
behalf of the Tax Foundation to discuss President Clinton’s propos-
als, particularly those to raise the personal and corporate income
tax rates, and to discuss the history of forgotten lessons and the
lessons of forgotten history.
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There are probably no members in the Senate, except possibly
the President pro tem, who have a better appreciation of history
than the chairman of this committee and the ranking member.

It is very easy to be caught up in the moment, to believe that
each political battle is the first, the biggest, or the last of its kind.
This is not the first and it will not %e the last time we debate
changing income tax rates.

_To consider these proposals reasonably demands we consider the
historical context. And in this case, the history is very recent and
much of it took place in this very room. It is easy to find many
rights and wrongs in tax policy over the last 15 years or so. But
the one change about which I think there can be no debate is the
tremendous progress that was made in reducing income tax rates
on individuals and corporations.

Beginning in 1981, we made great progress in ERTA in cutting
tax rates, progress that was continued dramatically in 1986. The
speeches made in the Finance Committee aione during this period
in support of lower tax rates could number in the hundreds, pos-
sibly the thousands. Indeed, some of its members were at the very
leading edge of the effort to reduce tax rates.

And each of the ideas expressed here was echoed many times
over on the Senate floor. Nations around the world followed our
lead and reduced their tax rates. There was even talk at the time
of the United States reaping an unfair advantage because it was
cutting its income tax rates; and there was talk of a new kind of
tr%de war in which rate cuts in one country forced tax rate cuts in
others.

Unlike most trade wars, which are essentially defensive in na-
ture, promoting industries at home because they cannot compete,
the trade war in competitive tax rate cuts was essentially offensive
in nature. If the United States cut its rates, its industries would
become too competitive and they would flood foreign markets.

While concerns about tax-based trade wars proved exaggerated,
the central theme of cutting income tax rates to spur growth and
competitions was right on target.

The basic laws of economists governing how individuals respond
to incentives have not been repealed. The reasons for keeping tax
rates as low as practicable have not changed in 7 years. What has
changed is the focus of our attention.

We appear to have forgotten the lesson once well learned. High
tax rates discourage all sorts of legal economic activitics. They cre-
ate a disincentive to work. At first blush, it may be hard to believe
that higher tax rates on individuals with higher incomes could sig-
nificantly affect their behavior.

To such doubters, I would point to the arguments for raising en-
ergy taxes on the basis that it would discourage energy consump-
tion; and I would point to the luxury tax on boats, which appar-
ently has done so much damage to the recreational boat industry.

There is nothing unique about boats and oil that tax disincen-
tives work their magic on these goods and yet are ineffectual with
respect to labor income. Upper income individuals are the most
able to respond to changes in tax disincentives. They face the most
freedom of all of us in choosing to work on an afternoon or to go

play golf.
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An individual’s economic contribution to society is, to the first ap-
proximation at least, fairly well measured by his income. With a
struggling economy producing slow improvements in productivity,
amazingly we have before us a proposal to increase tax rates, to
increase the disincentive to work facing the most productive indi-
viduals in the country.

I suspect the members of the committee have heard about the
NBER study dene by Feldstein and Feenberg in which they found
that personal tax receipts would rise by only about a fourth of the
amounts predicted by the Treasury. Their lower estimates are due
solely, as I understand them, to the fact that the NBER model
takes changes in individual behavior into account, such as those I
just described.

Let me talk for a moment about saving and investing. I know the
members of this committee have well-placed concerns over our Na-
tional saving rate. The decision to save or consume income is one
of opportunity costs. What will I receive tomorrow if I forego con-
sumption today?

As tax rates rise and my after-tax returns on saving decline, I
have less reason to forego consumption. A great many taxpayers,
particularly low and middle income taxpayers have only limited
ability to save. Their basic costs of daily living absorb most of their
income.

What group has the most discretion? Upper income taxpayers. By
raising tax rates on upper income taxpayers, we would be discour-
aging those who are most capable of making discretionary savings
decisions and who, in fact, do most of the saving at the individual
level. Make no mistake, private savings will decline if tax rates
rise.

We need to raise our level of investment. More investment, prop-
erly made, means more jobs, more growth and so forth. The only
question is how to go about raising investment levels. Higher tax
rates, however, will substantially reduce investment in the United
States, unless offset by appropriate and substantial investment in-
centives.

Mr. Chairman, I understand the very real need for a fair tax sys-
tem. But fairness must be balanced with a need to promote eco-
nomic growth and jobs. Lost jobs and wages due to higher tax rates
cannot advance the cause of fairness. This is the lesson we once
learned and taught the rest of the world.

It has been a great pleasure for me to address the committee this
morning. As you consider the balance between fairness and eco-
nomic growth, let me repeat a little bit of country wisdom I once
learned when I was sitting in one of the chairs behind you—you
have to grow an apple before you can cut it up.

Thank you, Mr. Chairman. I would like to request the balance
of my testimony be placed in the record.

The CHAIRMAN. Of course.

[The prepared statement of Dr. Foster appears in the appendix.]

The CHAIRMAN. Let’s hear from Mr. Coustan and then let’s talk
about these matters.

70-749 0 ~ 93 - 5
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STATEMENT OF HARVEY L. COUSTAN, CHAIRMAN, TAX EXECU-
TIVE COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS, WASHINGTON, DC

Mr. CousTAN. Thank you. I am Harvey Coustan, the chairman
of the Tax Executive Committee of the American Institute of Cer-
tified Public Accountants and I am privileged to be here today in
representing our 310,000 members. [ want to thank you for asking
us to appear and a special thanks to you, Senator Packwood.

The AICPA has for some years now been urging simplification of
our tax system. Year after year statistics indicate that approxi-
mately one-half of individual taxpayers feel it necessary to hire a
professional preparer to oomgly with their tax return obligations.

Many of our members are beneficiaries of this fact. Nonetheless,
we advocate simplicity as an important tenet of a tax system that
aims for voluntary compliance. We acknowledge that we live in a
time of highly complex financial transactions and that consider-
ations of economics and equity cannot be ignored.

We understard there will necessarily be some complex tax provi-
sions. However, Congress needs to carefully consider whether we
are approaching a point of diminishing returns—no pun intended—
concerning respect for the tax system and for voluntary compliance.

Let me emphasize here that the government’s interests, as well
as those of taxpayers, are served by less complexity. Document
matching alone cannot replace the lack of IRS audit resources in
a tax world as complex as ours.

In short, complexity carries a real cost to the tax system through
lower levels of compliance by taxpayers, whether inadvertent or in-
tentional, combined with the inadequate resources of the IRS to
provide appropriate monitorix;i Complexity and lowered respect for
the system also come from back door approaches to tax policy.

We believe our ﬁovernment can ang should be more open with
the American people. For example, rather than imposing a 10-per-
cent surtax on individual taxable incomes greater than $250,000,
why not just create a 40 percent or perhaps a 39.6 percert, to be
precise, bracket in Section 1 of the Code.

Instead of making permanent the personal exemption phaseout
and the 3-percent limitation on itemized deductions, why not recog-
nize that this is a back door marginal tax increase on individuals
at particular levels of income and translate that into a direct rate
increase that would affect that appreximate group.

In overview, a simpler tax system is one that first defines the tax
base more directly and then raises revenue through adjustment of
the rates, something that political and other considerations seem
not to have alloweg in the past several years. We believe that
should change.

Just 2 weeks ago, on April 16, my organization issued a Tax
Complexity Index to enable lawmakers to measure the degree of
complexity and, therefore, the potential for taxpayer confusion in
any tax proposal being considered. .

Copies were sent to all members of the tax-writing committees.
We hope you will use that index in your forthcoming deliberations
on a 1993 tax bill. While space constraints on today’s written state-
ment did not permit our attaching a copy to our testimony, we will
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be happy to include the index in our supplemental comments for
your hearing record.

Speaking of the need to simplify, consider the investment tax
credit, both permanent and incremental in the administration pro-
posal. The complexities inherent in that proposal, especially the in-
cremental credit, are such that a disproportionate amount of tax-
payer and IRS resources will be required to ascertain that compli-
ance levels are correct. All for what to a specific taxpayer may well
be a relatively modest benefit. Thus, we suggest a direct, rather
than an incremental credit, should be employe«i if possible.

Perhaps, and more importantly, the proposal seems to promise
more than it is likely to deliver to most taxpayers. Our written
comments on page 2 give an example of what we belizve will be
a fairly typical situation where the presumed 7-percent credit real-
ly amounts to approximately 2 percent.

I would like to continue with a few comments on a proposal
which is not part of the administration’s submitted program, but
that also involves simplification.

As advisers and return preparers, we and our taxpayer clients
have had great difficulty in working with the individual estimated
tax changes enacted in 1991. Those changes require that some indi-
vidual taxpayers estimate the current year’s tax without the tradi-
tional safe harbor which has been in the law since 1954.

The CHAIRMAN. Safe harbor, meaning what?

Mr. CousTAN. That safe harbor, Senator, involves paying 100
Bercent of last year’s tax in order to avoid a penalty regardless of

ow high this year’s tax comes out to be.

Since the group affected by the 1991 provision includes selected
individuals with adjusted gross incomes above $75,000, many small
businesses conducted as S Corporations, partnerships or ﬁroprietor-
ships are finding themselves trapped by this provision. They are re-
quired either to come up with a very accurate guess as to what
their taxable incomes will be by the end of the year or compute ac-
tual taxable income for each estimated tax period, a task which has
proven impossible for many.

S. 739 introduced at the beginning of this month by Senator
Bumpers, and co-sponsored by Senator Hatch of your committee,
would make this part of the tax law workable again by requiring
truly upper income individuals, those with adjusted gross income
above $150,000 who have experienced a significant increase in in-
come, to use 110 percent of last year’s tax as their safe harbor for
avoiding penalty rather than 100 percent.

But since the calculations are made by reference to last year and
the preceding year, and not the current year, taxpayers will know
at the start of the year what estimated tax rules apply to them—
that is 100 percent or 110 percent—something that is not the case
under current law.

We strongly sugport S. 739 and hope you will, too.

May I continue?

The CHAIRMAN. Please do. Yes, sir.

Mr. COUSTAN. We are also concerned with the two proposals that
raise the standard for accuracy related and preparer penalties and
modify the tax shelter rules for purpcses of the substantial under-
statement penalty. ’
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This area of the law was amended after a well thought out colle-
gjal review of penalties by the Congress, Treasury, IRS and profes-
sional organizations that took almost 3 years and concluded only
in 1989. It is entirely reasonable for taxpayers to have the right to
take a position on a tax return without risk of penalty, provided
tilat ghe position is not clearly wrong and that the position is dis-
closed.

If the law were black and white, without the uncertainties in
gray areas that presently exist, our view on this might be different.
However, given the fact that the law is subject to much interpreta-
tion, taxpayers should not be precluded from taking positions they
believe have merit.

A stated reason for the change in the Treasury release is that
taxpayers and preparers should try to comply with the tax laws in
a reasonable manner. Given the nature and state of tax law today,
that is an alarmingly simplistic statement.

Is it unreasonable for a taxpayer to take a position where the
law is unclear if the position is fully disclosed to the IRS? Shouldn’t
the taxpayer have the right to a day in court without actually pay-
ing the tax and suing for a refund?

Courts do decide cases in favor of taxpayers, who should not have
to face a choice of giving in to an IRS interpretation or going to
court to avoid paying a penalty. Ironically, under the proposal be-
fore your committee, taxpayers will no longer have an incentive to
disclose their positions where the law is unclear.

Once again, we appreciate very much the opportunity to present
our views here today and we stand ready to assist you in any way.
We have commented specifically on various other provisions in the
administration’s proposal in our written testimony.
di)["Iihe prepared statement of Mr. Coustan appears in the appen-

The CHAIRMAN. Well, sir—speaking to both of you, but perhaps
especially to Mr. Coustan—you speak to my part in these matters.
We have in the United States a self-assessed tax. And it is remark-
ably effective. But you put it at risk when things become too com-
plex to the individual. There is no longer the relationship that—
I know what my taxes are. I can figure it out and I pay them.

If others have to figure it out for you, then relations are ambigu-
ous and a measure of trust that keeps society together is lost. It
is not very common for many lawyers come before this committee
and suggest the tax laws are too complex.

For the accountants to do it is a permissible thing. The AICPA
is well respected.

Mr. CousTAN. Thank you.

Dr. FOSTER. Thank you, sir.

The CHAIRMAN. And they should be. I must say that the 7-year
investment tax credit example on page 2 is pretty discouraging.

Mr. CousTAN. We thought so.

The CHAIRMAN. And we have problems of the earned income tax
credit, which I know was enacted when my friend, Senator Pack-
wood, was chairman of this committee in 1986.

But if you can fill out the forms that entitle you to an earned
income tax credit because of your poverty you are not poor. You are
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an accountant. I mean, there is a place for you at Price
Waterhouse.

The government has gotten into this pattern. Social Security be-

gggx; like a tax when the Federal Contribution Act was enacted in

Bob, I just keep thinking of this. In 1977, the Social Security
amendments moved the system from a pay-as-you-go to a partially
funded system. That fact was kept secret. It might as well have
been kept secret.

I was a member of the conference committee at that time. I
signed the conference papers, and I did not know that. I do not
know anybody that did know it. I mean, Bob Myers knew it and
Bob Ball knew it; and that was enough that they knew, because
they knew best.

But we put on a revenue stream that would buy the New York
Stock Exchange. That is not a small sum. And no one knew it. No
one made any plans to deal with it. No one 3aid, all right, now we
are going to have these surpluses coming in regularly until about
the year 2015. What will our National policy be?

Now we have these surpluses and we are just using the money
as general revenue.

he earned income tax credit was designed to offset an increase
in the FICA tax. I ask, don’t we just cut the FICA tax and not take
the money away in the first place. But that is too complex a
thought. [Laughter.)

Senator Packwood, these are your witnesses.

Senator PACKWOOD. Well, let me pursue with Mr. Coustan. We
thought the 1986 Tax Act made things somewhat simpler than
they did before and at least the evidence seemed to be that more
people now file a 1040 or a 1040 than they used to. The complexity
comes not from people making $15,000 or $20,000 so much as peo-
ple making $150,000 or $200,000.

But as somebody who has advised these people, let me ask you:
Do you ever get many complaints from your clients about complex-
ity if the complexity favors them?

Mr. COUSTAN. Yes.

Senator PACKWOOD. You do?

Mr. COUSTAN. Yes. In the example, Senator Packwood, that I
mentioned, I alluded to in my prepared remarks, of the estimated
tax safe harbor, I consider complexity to be not only structural
complexities, but also complexities in the ability to gather informa-
tion, have information available.

Taxpayers who are disturbed because they have to provide infor-
mation which is difficult to get their hands on, find it very com-
plicated. And even though it often results in a benefit to them, they
get annoyed about it.

Senator PACKWOOD. Let me give you a specific example. As I re-
call, Mr. Chairman, the IRS at one time testified that almost 25
percent of their man hours went on the issue of capital gains,
studying whether these were capital versus.

The CHAIRMAN. Yes.

Senator PACKWOOD. And they were very happy they tiought
when we were going to get rid of capital gains. There is no question
that capital gains makes things more complex than if you did not
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- have it. And yet almost every upper income taxpayer I talk to
__ wants the capital gains diﬁ'erentia]l.)

Now why is that if they want simplicity?

Mr. COUSTAN. Well, I Keard Senator Doie say, no one turns away
a give away. But I imagine that people want it because it results
in a lower tax. But that kind of a complexity—although I agree
that it is a complexity—is not the sort ofP thing that Senator Moy-
nihan was referring to, Senator Packwood.

Senator PACKWOOD. No, no. I understand. But I want to pursue
this a bit further.

If you want to get away from complexity altogether we will go
to a flat tax and we will tax everybody. The figures I used to
have—I do not hold many of these now; these are 7 or 8 years old—
at about a 19-percent level, we could raise what we now raise from
the personal income tax if there were no deductions and no exemp-
tions and we treated Social Security and fringe benefits as we treat
them now.

As I recall, we could get down to c.)se to 16 percent if we taxed
frinqe benefits and Social Security as a private pension. That
would be simple. It would mean, assuming you are at the 19-per-
cent level, the widow with $10,000 of income would pay $1,900 in
tax, who probably pays nothing now.

Are you suggesting that?

Mr. CousTAN. No, I am not in favor of such dramatic
regressivity.

enator %ACKWOOD. But it would be simple.

Mr. CousTAN. The regressive nature of that kind of a tax I think
would be impossible to deal with. Plus, I am realistic enough to un-
derstand that things cannot all be simple. I think that we have
said that.

Senator PACKwWOOD. All right. So in some cases we have to add
a bit of complexity for the sake of——

Mr. COUSTAN. To accommodate complex transactions and equity.

Senator PACKWOOD. Well, no. Or for the sake of fairness.

Mr. COUSTAN. Yes, equity.

Senator PACKwoOD. All right. Now, let me ask you the next ques-
tion because I will pose this frequently to the Lions Club or to the
Rotary, when I get the question about complexity I will say all
right, let me lay it out to you. I will go through this 19 percent.
It is a simple tax. How much did you make last year? You put it
on the first line—19 percent, put it on the second line. Send in a
check with your postcard.

I say to the audience, now you understand this means no deduc-
tions for your seven children, no deductions for your home mort-
%age, no deductions for your charitable contributions, on and on.

ut it would be simple,

How many people here support that? It is consistently about four
to one against it. Now why is that if they want simplicity?

Mr. COUSTAN. I am not in the minds of the people that you talk
to at the Rotary Club, Senator Packwood. But I would suggest it
is for the very reason that I think you are leading up to, that com-
plexity has to also be balanced with equity.

Senator PACKWOOD. Well, in this case they might not be paying
anymore taxes. As a matter of fact, my hunch is, they would be
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paying less because these again are the figures from 7 or 8 years
ago. The straight flat tax, those above $30,000 paid less than they
now pay; those below $30,000 pay more. So they would be getting
both less taxes and simplicity.

Mr. CousTAN. I know many people would probably pay less
taxes. There m%e,r also be a little bit of suslpicion in something as
simple as that. We are living in a very complex——

e CHAIRMAN. A.J. Whitehead once pronounced, seek simplicity
and distrust it.

Mr. CousTAN. That is my point.

Senator PACKwWooD. | think also part of their fear is, you take
away the deductions and then the rates will go back up and they
-will not have their deduction.

Now let me ask Dr. Foster, you quoted Marty Feldstein’s report
and I think it is a good report. It takes behavior into account.

I do not know if I told you, Mr. Chairman, maybe I did, in 1990
I sent to the Joint Tax Committee a letter asking them if they
would estimate for me how much money we could raise if we con-
fiscated all income above $100,000 and then above $200,000, 100-
percent rate, and it would be a perpetual 100-percent rate.

They sent me back a letter indicating how much. I am para-
hrasing, but I think in the first year over $100,000 we could raise
127 billion; in the second year it was $160 billion; and in the third

year it was $220 billion. They made a 5-year estimate and then it
came to about $1 trillion, $200 billion.

I called up Mr. Pearlman, who was then the director of the Joint
Tax Committee, and I said, Ron, how on earth can we get this over
5 years at a 100-percent level of taxation. He says, we presume no
change in behavior.

So I said, do me a favor, at least put that in. They did not want
to attempt to do an analysis based upon change in behavior. I said,
at least then put in ar. asterisk and a paragraph and indicate that,
and indicate what you personally might think.

Well, it is a long, convoluted paragraph, but it says at the end
of it, if by chance the taxpayer thought there was no hope of defer-
ring income, and no hope that the 100-percent rate would ever
leave, and that they were going to pay this rate forever, then we
would expect a downturn in economic activity and a downturn in
Federal revenues.

Now the reason I ask this is this—and I want to ge to your con-
cept of taxes on the rich and savings and disincentives because I
have always thought the Laffer Curve got a bum rap in terms of
its theory. &

The CHAIRMAN. The Laffer Curve is no joke.

Senator PACKWOOD. Very clearly, at a 100-percent rate of tax-
ation, we are not going to realize for any length of time, I think,
any great amount of revenue. You might catch some people the
first year, and maybe a few of them the second year, but I do not
think it would be a long stream of revenue. .

Dr. FOSTER. 1 think that is right, Senator. Anyone you would
catch at that point, you would catch by accident.

Senator PACKWOOD. That is what I mean.

Dr. FOSTER. Because they are in arrangements that they could
not avoid. And I thank you for bringing up that example. I confess
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to having known of that beforehand and having mentioned it prob-
ably 100 times in other occasions.
t’eS"enat;or PACKWOOD. It is a wonderful letter. Do you have the let-

r’

Dr. FOSTER. No, sir.

Senator PACKwWoOD. I will give you the letter.

The CHAIRMAN. Well, we can put it in the record.

Senator PACKwWOOD. I will get it and put it in the record because
the explanatory paragraph is so wonderful. We might expect a
downturn in economic activity.

Dr. FOSTER. In somewhat of a defense, the Joint Tax Committee
and Treasury use the same methodology.

Senator PACKWOOD. Yes, for static revenue.

Dr. FOSTER. For static revenue. They defend it as saying, well,
it is quasi-static because we make a few paltry adjustments. But
they assume that the general trend of the economy, the general
flow of income, is unchanged. Also, what applies in their case to a
hiagjher confiscatory tax on labor income would apply equally to cap-
ital.

Senator PACKWOOD. I agree. I really have no objection. If they
want to say this is a static estimate, so long as we understand
their premise, that is fine.

Conversely to the 100 percent, at a zero rate of taxation we prob-
ably would not collect very much money either.

Dr. FOSTER. Unless by accident again.

Senator PACKwOOD. Unless by accident, yes.

As I understand the Laffer Curve, all he is saying is that some
place between zero and 100 percent is a level of taxation that pro-
duces the optimum amount of revenue for the government. And it
clearly is some place below 100 percent and above zero.

How do we figure out what that point is so that we do collect the
maximum amount of revenue and at the same time encourage the
greatest amount of worthwhile activity?

Dr. FOSTER. Well, it would require a very complicated analysis,
extending the work that Feldstein and Feenberg did, and that
Lindsey did before them. And having started with an initial point,
it would be trial and error over a long period of time and we would
never be successful in getting very close because as the economy
chan%es and evolves over time, whatever that tax rate is in 1993,
it will not be the same rate in 1994 or 1995.

Senator PACKWOOD. That is true. I have no other questions. Give
me your card and I will send you the letter. I will get it.

The CHAIRMAN. Put it in tﬁe record. I would like to say we had
a very respected economist, Dr. Gravelle, testify the other day. She
woullg disagree with Dr. Feldstein and say that when you change
tax rates, people will do a very great deal to maintain their stand-
ard of living. If you raise tax rates, they work harder.

Dr. FOSTER. Mr. Chairman, if I could just take a moment. I have
Ms. Gravelle’s study here and I would like to read one sentence out
of her statement.

The CHAIRMAN. Go ahead. .

Dr. FOSTER. “While some reduction in reported income is pos-
sible”—the key word possible—“the important question is how like-
ly such an outcome might be.”

Tg¥aT Y
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I think that sentence tells us a lot about Ms. Gravelle’s analysis.
She is not convinced at 100 percent.

The CHAIRMAN. Anyone who is convinced on such matters has no
business in the profession. By that I mean, it involves probabilities
ﬁ'.f:dl propositions, and being able to change as events change are

ely.

Thank you very much, sir.

Dr. FOSTER. Thank you, sir.

b The CHAIRMAN. Thank you both. With that we will close our
earing.

[Whereupon, at 11:59 a.m., the hearing was adjourned.]
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APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF SENATOR MAX Baucus

As I have stated previously, ] commend the President for compiling an economic
package that seriously addresses three of the most important issues facing this na-
tion: the deficit, jobs, and long-term capital investment. I am committed to working
with the President and his team to see that long-term economic growth and deficit
reduction become a reality.

I respect the Administration’s decision to choose the BTU tax as a revenue-raising
proposal most likely to achieve a mixture of policy goals ranging from energy con-
servation to enhanced national security. However, over the longer term, more sig-
nificant steps will be needed to encourage corporations and individuals to save and
invest more and at the same time borrow less. Specifically, this means that a new
tax, based on consumption, will have to be enactecfﬁong with relief from the income
tax for working class Americans and corporations.

I am encouraged by the Administration’s willingness to work to see that the im-
ﬁd’ of the proposed BTU tax . . fair from a geoiraphic and an industry perspective.

is commitment to fairness is clearly shown by the modified version of the pro-
posal that shifts the collection point of the tax and repeals the supplemental tax
on home heating oil.

If the BTU tax is to become law, however, other legitimate problems must be ad-
dressed. For example, I am very concerned about the effect of the energy tax on the
international competitiveness of energy-intensive industries, such as aluminum. The
U.S. aluminum industry will not be able to pass on the cost of the BTU tax to con-
sumers because prices are determined in the international marketplace. As a result,
imposition of the tax may result in the loss of jobs in Montana and numerous other
statos.

The proposed BTU tax also places a heavy burden on the U.S. agriculture indus-
try. Farmers will get hitelc)iy the tax in all phases of their work. They would pay
the tax on the energy used for irrigation and operation of equipment, on the raw
materials of food production such as fertilizer and crop protection chemicals, and on
the transportation required to get products to market.

Hundreds of Montanans have called me and even stopped me on the street about
the Btu tax. Farmers and ranchers are concerned that it won’t be fair and balanced,
and that it won't be sensitive to their needs. But as the senior Democrat on this
committee from a farm state, ] am committed to ensuring that the Btu energy tex
is fair and balanced. And as we work on this committee in writing this tax legisla-
tion, I will work to ensure that the legitimate concerns of farmers and ranchers are
addressed.

As a result, I join other members of this Committee in emphasizing that some
relief from the BTU tax for the agriculture industry is necessary; necess to in-
sure that Americans continue to enjoy the safest, most abundant, and most low cost
food st:gﬁly in the world. .

Overall, it is incumbent on this Committee to be certain that the BTU tax satisfy
its environmental and other objectives without unfairly burdem'nﬁ any group of
American taxpayers. I look forward to working closely with my colleagues on this
Committee on achieving that goal.

PREPARED STATEMENT OF C. FRED BERGSTEN

The Competitiveness Policy Council is a twelve-member federal advisory commis-
sion established bg Congress to recommend policies to improve US competitiveness.
The council includes three top business executives, three union presidents, three
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Foyernment'ofﬁc'gals (both federal and state) and three representatives of the public.
t is fully bl{mrtlsan. The group was apgoimed equally by the President, the joint
leadership of the House and the joint leadership of the genate.

In cur first report to Congress and the President, issued last year, we outlined
a comprehensive strategy to restore America's comlpetitiveness and improve the
country’s standard of living. Last month, the council presented the details of this
strategy in our second report to the congress and to President Clinton.

The Council concludes that the United States continues to face major competitive-
ness problems despite recent pickups in the growth of buih the economy and na-
tional productivity. Qur work suggests that those problems have been growing for
over twenty years and cannot be solved overnight. We believe that the American
public wants and will support a serious attack on the problem, and that the present
period offers a rare opportunity to launch the needed reforms.

The Council recommends several key national goals for ihe year 2000:

—vraising national productivity growth to an annual averaie of 2 percent from the
0.7 percent rate that prevailed from 1973 to 1991, thereby increasing family in-
comes by one third in a single generation;

—achieving annual economic growth of at least 3-3'% percent, to create enough
high-wage jobs to restore employment and a rising standard of living; and

—eliminating the deficit in our external balance, halting the reliance on foreign
capital that has turned America into the world’s largest debtor nation.

To achieve these goals, the Council supports many of the investment proposals
made by President Clinton. There are three specific areas where we would go con-
siderably beyond the proposals of the Administration. Two of these are education
reform and trade policy, which are not on today’s agenda. One of our major empha-
ses, however, is on precisely the topic of this hearing: increasing private investment
in the United States.

PRIVATE INVESTMENT

Our recommendation to double the growth of national productivity requires a sig-
nificant i:~ceasc in both the quality and quantity of private investment in the econ-
omy. All of our proposals for improvi:g education, training, public infrastructure
spending, technology supports, improved corporate governance and the like seek a
bigger bang for every investment buck.

n addition, we must increase the share of the economy that is devoted to invest-
ment. The United States invests less than any of our major competitors and less
than half as much as Japan. In some recent years, Japan has invested more than
the United States in absolute terms though it has only half as many people.

In particular, the United States has devalued the importance of manufacturing
the sector that provides our highest wages, most of our R&D, and the bulk of our
exports. Our real investment in industrial equipment grew by barely more than one
gercent annually in the 19808, down from four percent in the 19708 and 1960s and

om more than five percent in the 1950s.

A modest part of the needed increase in investment will come from public spend-
ing on infrastructure. The bulk, however, must be private investment in plant and
equipment. We must increase the investment share of the economy by at least five
percentage points to meet our goal of doubling national productivity growth. Many
observers would argue than a much larger shift of resources, on the order of six to
eight (or even ten) percent of GDP, will be necessary to achieve such a boost in pro-
ductivity growth.

The cost of capital is crucial in determining the national rate of investment. The
user cost of most types of production equipment has risen sharply over the past dec-
ade due to tax increases on investment in equipment. Hence we propose three new
tax incentives for private investment that will reduce that cost as well as seek to
channel private investment in the most productive directions:

—a 10 percent Equipment Tax Credit, limited to equipment (hence we now call
it an Equipment Tex Credit) and permanent for all firms on either an incremen-
tal or "')qirst dollar” basis;

—reinstatement of a permanent research and development tax credit; and

—more realistic depreciation periods.

Qur proposals were formulated following careful analysis and debate both by our
full Council and by a twenty-nine-member subcouncil on Manufacturin% composed
of experts drawn from industry, labor, federal and state governments, an public in-
terest E)oups from across the country. Members included Senators Bingaman,
Levin, Lott and Roth; House Members Nancy Johnson and LaFalce; and now-CPA
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Chair Laura Tyson. All of these meetings were open to the public in line with the
Council’s statutory mandate to be a national “competitiveness forum.”

THE EQUIPMENT TAY. CREDIT

The Council recommends a permanent Equipment Tax Credit to induce companies
to invest more than they otherwise would. We analyzed all of the arguments against
this policy tool and found that most of them were aimed at a temporary credit rath-
er than the permanent credit that we endorse. We agree that a temporary credit
leads to a bunching of investment rather than-a permanent modification of incen-
tives. Hence we would not su q‘ort that approach.

By contrast, a permanent ETC. shoul f)ermanently increase the share of invest-

ment in our economy. This is an essential component of any competitiveness strat-
egy for the country’s economy and we strongly recommend it.
_ We know th-.{ a permanent ETC will work. During past periods when such a cred-
it was in place (1962-66, 1967-69, 1971-74 and 19756-85 at a higher rate), growth
in equipment spending rose strongly—in sharp contrast to periods when the credit
did not apply. Extensive research, some conducted by current Treasury Under Sec-
retary Larry Sumiraers, clearly shows a high correlation—and highly probable causa-
tion—between equipment investment and economic growth. These studies suggest
a very high rate of investment bang per buck of ETC tax expenditure.

An Equipment Tax Credit of course reduces tax revenue, at least in the short
term. The Council sirongly favors responsible budget policies and has in fact called
for complete elimination of the budget deficit in order to increase national saving
by enough to finance the essential rise In national investment. therefore we woul
t»:J:;‘nt any ETC to be fully “paid for” by cutting government spending or raising other

es.

Yet it is important to understand that a well-designed and effective Equipment
Tax Credit should pay for most or all of its initia! costs within a few years by gener-
ating new Production and employment. According to DRI, each $1 of equipment Tax
Credit could potentially pay for itself by generating $2.50 of new investment which
would in turm contribute $3.75 to national income through job creation (e.g., %5
through investment plus ¥ trough Consumer spending) which could in turn produce
approximately $1.05 in new federal tax revenue. These feedback effects may not reg-
ister in budget scorekeep models but they are real in economic terms and must be
kept fully in mind in evaluating the proposal.

e would stress three important points in designing the ETC. First, most of our
Council members believe that it is desirable to “trade off” a slightly higher corporate
tax rate for an ETC (and the other targeted tax credits that we propose). As noted
above, the United States must get a much bigger bang for each investment buck
if we are to achieve the needed increases in national productivity An ETC, along
with a new R&D credit and faster depreciation should channel scarce national re-
sources into more productive types of investment in the future.

Second, the ETC should not ge covered by the alternative Minimum Tax (AMT).
Such inclusion could sharply truncate its impact in generating new investment. This
issue has not arisen before because the AMT entered the Tax Code only in 1986
when the previous Investment Tax Credit was eliminated.

Third, we have no firm oFinion on whether the new ETC should be applied on
an incremental or “first dollar” basis (of course at a lower rate, to avoid a higher
tax expenditure cost). Our Manufacturing Subcouncil strongly urged a “first dollar”
basis (aa did, similarly, our Technology Subcouncil for the R&D credit). Our full
Council, however, opted for the incremental approach. We recommend that the Com-
mittee get the best advice it can from the corporate decision-makers who will imple-
ment the program and then decide which alternative appears to be superior.

CONCLUSION

We urge the Congress to adopt an Equipment Tax Credit as proposed here. Pro-
moting new investment is one of the fastest ways to increase economic growth and
create jobs. According to DRI, enacting the credit by mid-summer would boost GDF
at the end of 1994 by an additional $40 billion or $425 per household.

I would close by re-emphasising that I speak today not as an advocate for any
industry or special interest but rather as chairman of a bipartisan_quadripartite
Council created by the Congress. The support in our Council and its relevant
Subcouncile for an Equipment Tax Credit includes corporate CEOs, labor union
leaders, elected national and state officials and representatives of the public inter-
eat. We support an Equipment Tax Credit because it will lead to new investment,
create jobs, and help rebuild a more competitive America.
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COMPETITIVENESS PoLICY COUNCIL,
Washington, DC, May 13, 1993.

Hon. PATRICK MOYNIHAN, Chairman,
Senate Finance Commiitee,

U.S. Senate,

Washington, DC

Dear Mr. Chairman: It was a great pleasure to testify before the Committee re-
cently on the investment tax credit. I greatly appreciate your giving me an oppor-
tunity to express the views of the Competitiveness Policy Council.

I was later informed that, during a subsequent panel at the same hearing, Mr.
Robert McIntyre characterized my support for the investment tax credit as “his own
idea” rather than representing a broader viewpoint. Mr. McIntyre, whose views I
deeply respect, is a valued member of the Council’s Capital Formation Subcouncil.
Hedi.: correct that this particular Subcouncil does not endorse an investment tax
credit.

However, both our Manufacturing Subcouncil and Critical Technologies
Subcouncil strongly recommend such a tax incentive for equipment investment.
More to the point, the full Competitiveness Policy Council endorses the idea and em-
phasizes it in our recent Report to the President and Congress. On page 30, we indi-
cate at the top of our list of six specific é)roposals “to promote new investment, espe-
cially in manufacturing”: “first, we need an incremental and permanent equipment
tax credit.” In the accompanying press release (copy enclosed), we highlight this pro-
posal as the firat cf several where we suggest that “the Council's latest rec-
ommendations go considerably further than those of the Administration.”

As noted, I have high resgect for Mr. McIntyre and have greatly valued his par-
ticipation in some aspects of the work of the Competitiveness Policy Council. How-
ever, his testimony on the Council’s support for Sle investment tax credit was in
serious crror and I believe it is essential to correct the record. I respectfully request
that you include this letter in the record of the hearing.

Sincerely,
C. FRED BERGSTEN, Chairman.

PREPARED STATEMENT OF CHIP BERMAN

My name is Chip Berman. I co-own and manage The Outta The Way Cafe ‘n
Recckville, Maryland. We're a neighborhood restaurant that sells a little Rock & holl
and a lot of cheeseburgers. Nothing fancy and nothing on the menu over $11 bucks.

You might be wondering why someone like me is testifying on business meal de-
ductibility. You probably expected Duke Zeibert or Mo Susstan, Well, everyday a

. great many business people bring clients to my restaurant to help market their

services and close a deal.

Today I speak for thousands of middle-class restaurateurs and their employees.
Today I represent Susetta Harrison and Brenda Bishop, a line cook and a waitress
in my restaurant and both single parents with two children each. Susetta and Bren-
da are here with me today.

I might sell Rock and Roll at night, but at lunch I serve business customers.
They’re not drinking three martinis. They're working. They’re getting in an extra
hour doing business by doing it over lunch.

""" The reduction in the business meal deduction is being billed as a last remaining

loophole for rich folks in three-piece suits dining at fancy restaurants; while writing
it off on an unsuspecting public. But the facts are that a majority of business meals
take place in low- to m erately-grioed restaurants like my own.

A majority of those using the business meal deduction are small businesses. And
one quarter are self-employed. In other words, the gerception that the on1¥ peo-
ple using the business meal deduction are the proverbial “fat cats” is a
myth.

According to an independent study commissioned by the National Restaurant As-
sociation, a reduction in the business meal deduction to 50% means that $3.8 billion
will be lost in business meal sales causing an eatimated 165,000 people nationwide
to lose their jobs in restaurants, including 2,916 in Maryland.

I know it will hurt the kind of business lunch trade I do because it is very price-
sensitive. It will cut into my sales, and that cuts into jobs.

Why is government making it so difficult to employ people if our goal is increased
employment?
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Every restaurant person I know has cut payroll in the past year. Labor is the only
controllable cost left. I cannot change my rent or my utilities or my insurance pre-
miums. I cannot reduce food and beverage costs. I cannot increase the prices charge
my customers.

But I can cut payroll. What will Brenda Bishop, a waitress, do if her tipped in-
come is reduced? What will Susetta Harrison, who has been with me for eight years,
do if she can’t work at all?

Mr. Chairman, I hear a lot of government policymakers talking about how every-
one has to “contribute” to economic recovery and pay their “fair share.” I might re-
mind you that the restaurant industry has already lost 20% of business meal de-
ductibility as a result of the 1986 Tax Reform Act. I also want you to know that
when ‘you add up the 25 fees and taxes I pay to governments at all levels, not count-
ing all the other tax measures in President Clinton’s package, government gets five
times more “take home” from my company than I do ... and I own it!

Local, state and federal governments have no clue about the actions each other
takes thet dramatically affect business.

The Administration’s BTU tax will increase my energy bill an estimated four and
one-half percent and cost my business about $768 a year. But last year my local

overnment slapped on an energy surcharge that already costs me an additional

1200 a year.

In the last two years, government has increased my cost of doing business in so
many different ways that 1 have watched our earnings shrink by 46% while our
gross sales increased by 11.2%.

Those of us who have survived this recession know we cannot raise our prices.
In fact, my customers are still complaining about the 1991 price increases caused
by the increase in the federal excise tax on alcohol. The assumption that businesses
will be able to simply “pass along” tax and fee increases to our consumers doesn’t
cut it in restaurants like mine. Customers are simply too price-conscious.

Let me express it in Cheeseburger Logic. My restaurant sells cheeseburgers for
five and a quarter. Of that $5.25, my net profit 1s twenty cents.

We are already saving as much as we can without cutting our food quality or our
labor costs. I cannot raise my prices. So if we sold only cheeseburgers and could pay
for these new government costs just by selling more of them, how many additional
cheeseburgers would I have to sell?

o The proposed BTU tax will cost me $768. So netting 20 cents on each cheese-
burger, I'll have to sell an additional 3,800 cheeseburgers to pay for it.

s An increase in the minimum wage people at the Department of labor have been
talking about will cost $20,500, so I'll have to sell an additional 102,000 cheese-
burgers to pay for it.

e The proposed federal excise tax increase on alcohol to fund health care will cost
$3,800, so I'll have to sell an additional 19,000 cheeseburgers to pay for it.

e The 1992 state unemployment surcharge increase in Maryland costs me $5,400,
so I already have to sell an additional 28,000 cheeseburgers to pay for it.

That adds up to selling 150,000 more cheeseburgers next year. People love our

cheeseburgers, but not quite that much. I

I ask you to please consider the overall impact of what you are doing. I know my
business has to pay some taxes, but I can’t even do that if you're going to pass laws
like reducing the business meal deductibility that will keep customers from coming

in,

So, Mr. Chairman, it all boils down to jobs. If I am left with the choice of re-
ducing labor costs or surviving as a business, which of my people am I going to fire?
And why is my own government asking me to make that choice?

Simply put, if the government is going to imYose yet another set of new taxes on
res}tiaurings, then maybe the government should also tell me who to fire—Susetta
or Brenda?

On behalf of the National Restaurant Association, I would like to mention our
support for the FICA tax on tips tax credit you passed twice last year and the per-
manent extension of the Targeted Jobs Tax Credit.

Thank you, Mr. Chairman.

BUSINESS MEAL DEDUCTION FACTS

The deduction for expenses associated with business meals and entertainment
was reduced from 100 to 80 percent as a result of the Tax Reform Act of 1986. Presi-
dent Clinton has proposed cutting the deduction to 50 percent effective January 1,
1894, as part of his economic plan. The 50 percent limit would apply to all business



138

marketing meals, as well as to meals purchased by business travelers. The National
Restaurant Association opposes this limitation for the following reasone:

I. The reduction would result in job, sales and tax revenue losses

In the four years following the Tax Reform Act of 1986, real sales declined almost
6 percent in establishments with per person checks of $15. In fact, the six years
following the 1986 change were the worst years the foodservice industry had seen
in decades. Real sales in all tableservice restaurants actually dropped in 1990 and
1991, and rose only a slight .1% in 1992. Recent figures on a reduction to 50 percent
indicate that 165,000 jobs will be lost and that the industry will see an annual loss
of $3.8 hillion in sales.

Consider these facts

* A majority of those employed in foodservice occupations are women. Twenty per-
cent are teens, 12 percent are African-American, and 12 percent are Hispanic—
those least likely to withstand economic dislocation.

* A majority of those purchasing business meals are small business people. A sur-
vey commissioned by the National Restaurant Association shows that seventy
percent of those purchasing business meals had income below $50,000 and 39

ercent had incomes below $35,000.

o Fully one-quarter of those purchasing business meals are self-employed.

¢ A drop in business meal traffic affects far more than “fine dining” restaurants.
Low- to moderately-priced tableservice restaurants are the most popular type of
restaurant for business meais. Seventy-eight percent of business ﬁ;nches and 50
percent of dinners occur at these establishments. The average amount spent on
a business meal, per person, is $9.39 for lunch and $19.58 for dinner.

e Over the last decade, U.S. cities have invested millions of dollars to attract peo-
ple and businesses to downtown areas. Business travelers are a significant part
of this revitalization. By reducing the deduction for business and travel meals,
the federal government is creating a disincentive for such activities. Federal
re\g;nues might incrcasc—but local and state economics and treasuries would
suffer.

II. Placing a limit on the deduction would take a special toll on small busi-
nesses

Many businesses, particularly small businesses, rely on restaurant meals to give

them an opportunity to sell their products and services one-on-one. For many of

these business people, other forms of advertising—such as radio, or newspaper

ads—are either too expensive or not effective. Refucing the deduction unfairly pe-

nalizes the small business people who use it and the small foodservice businesses
they frequent.

II1. The business meal is a legitimate marketing tool

Like other sales-generating expenditures that are fully deductible (advertising,
promotions, free samples, etc.), the business meal is an integral part of the market-
ing plans of many firms. It is not right for the U.S. government to inject itself into
;he private decisions a business makes about which marketing techniques work

est.

THE IMPORTANCE OF ADDRESSING FICA TAXES ON EMPLOYEE TIPS

What are FICA taxes on tips?—

Current law requires both employers and enlljﬂoyees to 8ay Social Security (FICA)
taxes on all tip income earned by employees. Under the Omnibus Budget Reconcili-
ation Act of 1987, employers are required to pay FICA taxes on all employee tip
income. Under the prior law, empl?ers aid FICA taxes on all wages they paid di-
rectly to employees. Employers paid PEA taxes only on tips used as a credit up to

the minimum wage.

Why current law is contradictory and unfair—

Federal law treats all employee tip income as employer provided wages for tax
purposes, while only treating 32.12 cents per hour as wages for purposes of meeting
the minimum wage. It is inconsistent to treat tips one way under the Internal Reve-
nue Code and another way under the Fair Labor Standards Act. This has cost res-
taurants hundreds of millions of dollars and thousands of jobs. Tipping is a private
transaction between patron and server over which the employer has no control. Tip
income is earned indl;pendent of the employer. Restaurateurs should not be forced
t% an payroll taxes on non-payroll income in excess of meeting their minimum wage
obligation.
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Why this tax was enacted—

Congrese enacted the FICA tax on tips provision to raise federal revenues to meet
the 1988 Gramm-Rudman-Hollings deficit reduction targets. The increased reve-
nues were not needed by the Social Security Trust Fund, nor do they provide any
increase in retirement benefits for tipped wor iers. It is wrong to increase Social Se-
curity taxes to balance the federal budget.

The FICA tax on tips is costly to tipped businesses—

The FICA tax on ti?s has been financially devastating to the foodservice indus-
try—particularly small restaurants. Over 70 percent of eating and drinking places
have annual sales of less than 3500,000 l?er year—with an average pre-tax profit
between 3 and 5 percent of sales. The FICA tax on tips costs many small res-
taurants more than $10,000 each {ear—a cost that is unpredictable and cannot be
budgeted for. It has completely eliminated any profit for many struggling enter-
prises, curbing job creation and economic growth.

The law disrupts employer-employee relations—

Whereas, U.S. labor law stipulates that all tip income belongs to the employee,
the FICA tax on tips now creates a direct financial interest for employers in the
private tip transaction between patron and server. The provision also creates a po-
tential tax liability for employers when employees fail to report all tip income. This
has resulted in unexpected back tip assessments against employers who have been
complying with tip reporting laws in complete good faith. The law has worsened em-
gloyeremployee relations while imposing additional paperwork and recordkeeping

urdens on small businesses.

The need for corrective legislation—

This provision of the tax code has cost 39,000 jobs due to the increased cost for
employers. Legislation to modify current law has been introduced in both the House
and Senate. Congressmen Mike Andrews and Don Sundquist introduced H.R. 1141,
and Senator John Breaux introduced S. 573. This legislation, which passed both
Houses last year as a part of the tax bill, would provide an income tax credit for
FICA taxes paid on employee tips above the minimum wage. The enactment of this
legislation would not only provide relief from an unfair burden on restaurants but
would also create thousands of jobs and improve the profitability of restaurants.

We stron liy urge that the tax credit for employer paid FICA taxes on tips
be included in the Budget Reconciliation Act.

TARGETED JOBS TAX CREDIT

What is the Targeted Job Tax Credit (TJTC)?
TJTC is a federal tax credit offered to employers of individuals from nine target
oups, including economically disadvantaged youth (16-22) physically or mentally
andicapped persons, Vietnam-era veterans, ex-felons, ODC and general assistance
recipients, and SSI recipients. The program also includes hiring of economically dis-
advantaged youth aged 16-18 years for the summer months. The credit was estab-
lished in 1979 to encourage employers to hire workers from these groups that chron-
ically experience high unemployment. .
Employers can earn a credit of 40 percent of the first $6,000 of qualified first-year

wages paid to eligible employees.

Are employers utilizing the program?

To date, close to six million disadvantaged Americans have been hired through
TJTC, roughly 500,000 per year. Participants have come from each target group and
every state.

Is permanent extension of the program important?

Yes. The uncertainty of benefit availability discourages even broader participation
in the program. Any special recruiting pro%ram such as this one has start-up costs,
and requires advance financial glanmng. he uncetainty of the extension process
automatically disqualifies & number of operators.

Administration’s Economic Package

The Administration’s economic package includes a permanent extension of the
TJTC. It does not, however, include 23- and 24-year-olds.
Position of the National Restaurant Association

The National Restaurant Association supports the inclusion of the permanent ex-
tension of the Targeted Jobs Tax Credit in the President’s economic package and was
pleased that it was made retroactive to June 30 1992.
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We support this rogram as it is highly used by the foodservice industry to em-
ploy economically disadvantaged individuals. We would, however, recommend that
al rovision be added which would expand the TJTC to apply to 23- and 24-year-
olds.

PREPARED STATEMENT OF SENATOR CONRAD BURNS

Mr. Chairman, I would like to thank you and the members of the Committee for
holding this hearing. The proposed energy tax has been the focus of much attention,
and I appreciate being able to offer my comments.

In the production of food and fiber, energy is at the very base of every level of
production, process, and distribution. Energy is the lifeblood of this county. This na-
tion runs on its ability to be mobile. No other country in the world can match our
diversity and use of technolo%mto sustain the standard of living we also enjoy. Ac-
cording to the Congressional ce of Technology Assessment, 30 percent of the na-
tion’s total energy is consumed is by manufacturing plants, mines, farms, and con-
struction firms.

The president has d:;ut forth an economic blueprint that he feels will reduce the
deficit as wcll as address areas of need. And 1 am pleased that the president has
focused attention on the deficit, and it is incumbent on all of us to work with him.
However, in my view, the package may not help to reduce the deficit, plus it would
have a profound negative impact on my home state of Montana.

Our top three industries—agriculture, mining, and tourism—would be adversely
affected under the president’s proposal and specifically under the energy tax.

President Clinton’s energy tax would raise $71.4 billion in the next five years.
However, this tax is not fair to all Americans—it will hit Western states far more
than another section of our country. Not only do-Montanans rely on energy to keep
our homes warm during the cold winter months and to drive longer distances, but
our ma{‘or industries re dy heavily on the exéaenditure of energy.

For these reasons and others, I ask the Committee to consider an “Off-Road Motor
Fuel Tax Exemption” amendment. Mr. Chairman, in 1991, farmers and others
consumed some 1.4 billion gallons of ﬁasoline and some 2.8 billion gallons of diesel
fuel in off road uses such as farm machinery.

Farmers are price takers—they cannot pass price increases on to the ultimate
conswner of food. If the price of input goes up, they,the farmers, absorb the cost.
And what we have to remember is consumers of this country dictate food prices
through the tood processing industry. Add this tax to farmers and you run the risk
of destroying the food chain of this nation.

The effects on agriculture will be great. And I could go on and address the effects
the g‘m‘go.osed tax will have on industries related to coal production, oil production,
and hydroelectric power.

I would also like to emphasize my concern over the effect of apf)lying the tax to
energy consumed as part of a manufacturing production process. I am referring to
manufacturing processes that utilize energy sources in one of two ways; (1) as a raw
material is transformed into a product; or, (2) as a direct input to effect a chemical
or physical change that turns the raw material into a finished product. In either
case, we would be taxing a basic feedstock utilized in a production process that ma
onlg be able to be re-designed at great difficulty or expense, or ,¢ssible not at all.

ut one last area that has not been given enough consideration in this debate is
how this tax will affect small businesses—which comprise 98 percent of Montana’s
businesses. As a state, Montane has started to take hold of export opportunities.
The costs that will occur because of the eneﬁ tax will increase the vulnerability
of small businesses in foreign competition. The energy tax will reduce American
businesses’ international competitiveness and reduce economic recovery and in-
crease unemployment.

The energy tax is a regressive tax to western states and will result in less produc-
tion and therefore less economic activity. The less there is in growth, the greater
the loss of future tax revenue. We lose on both ends of the formula the president
has recommended to deal with the deficit spending situation we fiad ourselves in.

Mr. Chairman, thank you for the opportunity to testify this morning.
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PREPARED STATEMENT OF MORTIMER M. CAPLIN

My name is Mortimer M. Caplin of the Washington law firm of Caplin &
Drysdale. I served as Commissioner of Internal Revenue under Presidents Kennedy
and Johnson from February 1962 until July 1964.

I recommend that the Committee eliminate the proposed investment tax credits—
both the two-year incremental ITC for large businesses and the permanent ITC for
small businesses. The $30 billion tax savings (1994—-1998) could better be used to
reduce the deficit, reduce marginal rates or strengthen other aspects of the Presi-
dent’s program.

ITCS AND ADMINISTRATIVE COMPLEXITIES

Dating back to the 1960's, I participated in the development of the ITC concept—
first, as a member of President Kennedy's Taxation Task Force that proposed the
ITC and, later, as the Commissioner of Internal Revenue called on to help draft reg-
ulations for its implementation and to police its use after its enactment in October
1962. The House Ways and Means Committee had rejected the incremental credit
as too complex and erratic in its application, and the ITC finally emerged as an
across-the-board 7% tax credit for new and, to a limited extent, used tangible per-
sonal property.

Any “building and its structural components” were excluded; but what games ac-
countants and lawyers played in t?i?\f to get around this ban! Movable partitions
inside the buildings became the fad. Many other line-drawing problems arose and,
indeed, a new indus developed for making specific ITC studies so businesses
could provide support for positions they took on their tax returns. IRS agents uni-
formly disputed these studies and countless cases ended up in IRS appeals offices
and the courts.

Court calendars were crowded by ITC issues in many forms. One lengthy proceed-
ing involved the government’s injunction action against a major accounting firm for
the promotion and a agive marketing of allegedly frauduient ITC services, and
the alleged use of misleading terminology to describe items of questionable qualifica-
tion to avoid IRS detection. Mislabeling examples provided to the court were:

—~Concrete block walls: Labeled “knock-out panels”
—Section of roof on building: “Equipment support”
—Fixed walls: “Movable partitione-gypsum”
—Doors: “Movable partitions-wood”

Besides using traditional machinery and equipment as the base for ITC tax
claims, taxpayers were in court defending ITC claims for a broad range of items:
Movable ceilings, ski slopes and earthen ramps, catwalks, amusement park rides,
bath houses and fixtures, egg-processing structures, drive-up teller booths, gasoline

ump canopies, master film strips, “repreduction masters” of original Picasso works,
gook rights, baseball and football player contracts and, yes, even cattle. The govern-
ment won all these cases, although IRS efforts to monitor compliance with the law
became inordinately burdensome. -

ECONOMISTS’ VIEWPOINTS

Economists differ sharply on whether the ITC is an efficient, cost effective means
of stimulating the economy and contributing to real long-term growth. Under theo-
retical macro-economic criteria, the ITC certainly has its charm; but, on a real-world
analysis, the ITC’: tax-reduction attributes are a strong brew for distorting normal
decision-making and encouraging tax-motivated, noneconomic behavior. Tax avoid-
ance and abuse are an inevitable byproduct.

The on-again off-again history oip the ITC provides little proof that, by itself, it
results in substantial increases in investment. Although the timing of expenditures
may be affected by the ITC, much of the prior ITC was wasted on investinents that
would have been made in any event. Some economists have even concluded that for
each dollar spent by the Treasury on ITCs considerably less than $1 of increased
investment was in fact produced. )

Beyond this, the principle of tax neutrality is sharply violated by the ITC’s bias
toward capital-intensive industries—resulting in discrimination against service busi-
nesses, distributors, wholesalers, retailers and businesses obliged to finance large
inventories. If it is jobs we are after, why subsidize cayital?
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In a recent survey of the ITC literature, Jane G. Gravelle of the Congressional
Research Service, Library of Congress, included the following among her conclu-
sions:

—Overall, very high marks are not given to the use of ITCs “as counter-cyclical
tax devices because of the long lags in responding to these incentives.”
—Little economic evidence exists “to support expectation of a large effect on cap-
ital formation.”
—*“[TThe degree of capital formation obtained will have a modest impact on future
standards of living and growth rates over the next few years.”
. Mas. Gravelle finds little favorable to say about the ITC’s efficiency or effectiveness
in spurring needed investment. Based upon my own experience as a lawyer, former
tax administrator and member of a number of corporate boards of directors, I have
never been impressed by the impact that the ITC had on decision-making to in-
crease investments. Most businessmen I know make acquisitions of machinery and
equipment in order to enhance production, not to receive a 7% or even a 10% ITC.
Incremental ITCs have their own severe difficulties. They are targeted at invest-
ment that would not be made absent the ITC stimulus—i.e., investment in a tax
year that is in excess of a taxpayer’s average historic investment made during a pre-
ceding base period. But the questions that arise here are complex and, even when
answered, are hard to draft and administer:

1. Vghat is a “fair” base period for a wide variety of businesses with differing his-
tories?

2. What about new, loss or fast-growing businesses?

3. Businesses that recently made large investments?

4. Or those that recently made unusually low investments?

5. How do you identify and police whether some used property was acquired dur-
ing the base period?

6. How do you treat multiple businesses controlled by the same taxpayer?

7. How do you treat lessors and lessees under leasing arrangements?

8. What about the acquisition or disposition of businesses during the base period?
D"ﬁrﬁf post-base periods?

9. How do you treat the proceeds of sales of old assets when new replacement as-
sets are then purchased?

10. And how do you treat bunching of investments to achieve incremental ITCs?

THE TAX SHELTER PROBLEM

In the past, ITCs became the prime bait to attract investment in numerous exotic
tax shelters that were widely marketed right up to the Tax Reform Act of 1986. Ad-
ministration of the controlling law was difficult in the extreme and the IRS was
compelled to focus major portions of its resources on tax shelter examinations, ap-
peals and fraud cases. -

The wide publicity given to tax shelter fever brought public scorn, disrespect for
the tax system and inevitably a weakening of voluntary compliance with our tax
laws. With an annual tax gaf approaching $120 billion—resulting from the faulty
reporting of income from legal activities—this nation cannot accept further revenue
deterioration by opening the door to the potential of a new wave of tax shelter offer-
ings. _Relenacting fTCa, even for a limited time, could well sow the seeds for such
a revival.

The 1986 Revenue Act contained a number of provisions aimed at curtailing tax
shelter abuses—passive loas rules, limits on investment interest deductions, ac-
counting rules changes, lower depreciation deductions, a toughened alternative min-
imum tax and repeal of the investment tax credit. This was strong medicine and
the tax shelter industry was left reeling under a major blow. Yet, today there is still
gonqe room left for creative packaging of tax shelters, albeit on a much more limited

anis.

Since 1986, the name of the tax game is to generate sufficient passive income so
as to offset a taxpayer's accumulated passive losses. Many recent shelter projects
have been shaped to meat this goal and have been successfully marketed on this
besis. Older investments that have turned sour can also produce sizable amounts
of passive income through the recapture rules, not to mention investments that are
actually sold at a profit. With pools of passive income thus made available to a
broad spectrum of taxpayers, tax shelter promoters continue to have a significant
constituency. If new ITCs are added to the mix, the attractiveness of these invest-
ments increases markedly.
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In sum, the President’s proposals taken as a whole contain enough essential in-
gredients to whet the appetites of hunﬁry tax shelter promoters: Higher tax rates,
tied to an already broadened and tougher tax base; capital gains preferences, with
a 30% reduction in the top rate for high-bracket taxpayers, plus a 50% exclusion
for targeted capital gains for “qualified small business stock;” partial repeal of the
passive loss rules, for real estate professionals; introduction of new ITCs; and even
enterprise zone benefits—all available to be packaged together for the right cus-
tomeraiefin such a setting, adroit and ingenious tax planning should not be under-
estimated.

ITCs run completely counter to the ghilosophy of the 1986 Act—aimed at broaden-
ing our tax base while coupling it with a lower marginal rate structure; eliminating
tax preferences and avoiding micromanagement of the economy by selecting particu-
lar activities or industries for special rates or other tax benefits; and encouraging
taxpayeras to make business decisions based upon sound economic criteria rather
than tax inducements.

Our nation would better be served by a tax system that continues in this direc-
tion-—one that is not diverted by a temporary or permanent tax incentive heralded
as an imagined economic stimulant.
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PREPARED STATEMENT OF ARTURO CARRION

Good morning Mr. Chairman and members of this. Honorable Committee. My
mmeisArtuxoCammandumheremd;Iutha kesman for the Puerto
Rico Private Sector 936 Coalition, a group cf 27 org tions that have joined

together to preserve our blueprint for economic development.

The organizations in this Coalition, together represent more than 30,000
businesses of all sizes and from all sectors of Puerto Rico's economy, and these
businesses in tumn account for more than 50% of total employment in Puarto
Rico.

These private-sector orgsnizations agree with the ing effort to create jobs,
improve US compaetitiveness, and reduce the federal budget deficit. We also
believe that Section 936 of the Internal Revenue Code is vital to the continuing
economic development of Puerto Rico. It is in (his context that I deliver this
message today on behalf of the Coalition.

For the record, I am attaching a sumumary of the impact which the issue at hand,
will have on each economic ractor represented in the Coalition.

As we address this hearing on the Administration's economic program, we are
conszious of President Clinton's call for sacrifice by all Americans to restore
health and vitality to the US economy. Howaver, this sacrifice must be shared
equitably and fairly by all Americans. This {s not the case with the
Administraton’s proposals as they pertain to Puerto Rico.

Puerto Rico is being asked to carry a disproportionate share of the tax burdenin

the Presldent’s program. We are the only jurisdiction being asked to put at risk
the very foundation of our economic system. The proposed changes to Section
936 are not merely an incremental cdjustmentintam.bmudkal change in
our economic structure. Sound b o8 a full understanding of
the derivative effects of such a chngepowns tqu.ir tanling

The objectives beiry pursued by the Administration do not warrant this
dangerous change in Puerto Rico’'s sconomic system, and can be achisved in
more effective and less risky ways. Our understanding is that the
Administration has two clear-cut objectives: One is to raise revenues. The other
is to create jobs. Both are simple and clear goals; nelther of them requires or
justifies the sweeping changes in Puerto Rico's economic atructure that are teing

proposed.

Aside from their far-ruaching nature, the dollar value of the changes belng
proposed also has a dramatic impact. When differences in population and
income are taken into account, we find that Pugrto Rico is being askad to carry a
burden six times as large as the burden on the mainland economy. Moreover,
the proposed changes in Section 936 imply enormous increases in the effective
tax burden on the economy of Puerts Rico that would cause irrevarsible herm to
the entire sconomic development program on the Island. This {s too high s
sacrifice for Puerto Rico to bear.

The revenue-raising proposals in the Administration's program, totaling $246
billion, amount to slightly less than $1,000 for each American on the mainiand.
In contrast, the $7.5 billion being asked from Puerto Rico's economy are smore
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than $2,000 for each of Puerto Rico's 3.6 million American ciiizens. If we factor
into the calculation the fact that Puerto Rico's income per person is about one-
third of the income per person on the mainland, we find that the onate
share of the tax-raising burden placed on Puerto Rico is six times than the
corresponding burden on the mainland.

Viewed from another perspactive, the $7.5 billion requested from Pussto Rico in
five years, which translate into $1.5 billion per year on average, is equivalent to a
4% increase in Puerto Rico's annual tax burden. In other words, raising $1.5
billion per year in tax revanues out of Pusrto Rico's developing economy is like o
43% increase In Jocal taxes, none of which will be spent on toriented
activities in Puerto Rico. Picture such an incroase in the tax on any state
or municipality on the mainland. Changes of such magnitude cannot take place
vrithout causing severe disruption in economic activity.

Whichever wa mboksatthepropondchmguinﬁecﬂmﬂsé.themwtude
oﬂhechu\gt)l'uatlggumg. We have no doubt that changes like those
proposad would cause severe hardship to those in Puerto Rico who are least able
10 escape the negative impact of this economic dlslocation.

In the four-and-a-half decades since the late 19405, we (n Puerto Rico have taken
full advantage of Section 936 and its predecessors to produce a dramatic
transformation of our ecanomy and society. We have increased our GNP per
person eightsen-fold, from $348 in 1950 to $6,430 today. increased
more than 50%, from 596,000 in 1950 to 925,000 presently. In the process, we
transformed a traditional agricultural economy into a modern and d
manufacturing and sarvices economy. We have also modernizad all aspects of
Puerto Rican life, reaching world standards in matters of education, health, life
expectancy and other indicators of econumic developmant Section 936 and its
predecessors and the active mobilization of Puerto Rico's own constructive
energy have basn asaential tn this process.

Ywt, aftar four-and-s-half decaden of imprmaive achlevemenm we srill face major
shortcomings in our economic developmant. It is because of these
that Puerto Rico's economy is not strong enough today to carry the burden

Implied by the proposed changes in Section 936.

Whan Puarto Rico's modern industrial dev. maent began in the late 1340’s, we
had three major advantages to build upon. [irst, we had preferental axcess lo
the United States market under a common currency and common customs.
Second, we had a low-cost labor force. Third, we had local and federal tax
benefits for industrial corporations. Besides these three pillars of our industrial
strategy, we also had lower energy costs due to exemption from oll import
quotaa.

As we levereged on these advanmges, we developed our human resources o the
K?tmwhmc!mphborumitheraposdblenouduinb!efeat\mofﬂ\om

can economy. Through the years, we have also lost the advantages of our
preferential access to the US market, not because the market has been clossd to
our products, but bacause many other countries have gained almost equal access
to the US market. The two rounds of GATT negotiations, the Caribbean Basin
Initiative, and more recently, the proposed North American Free Trade
Agreement, have given many other countries such easier entry intn the American .
market that our free access is no longer so advantageous.
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Wae have made a good deal of progress towards our goal of sustsining economic
growth on the s of our human resources, our uity,
and our phyum technical infrastructure. Homm :.yn
instrument t0 support economic development in the foreseeable future.

We must recognize that despite all the achievemants of the last four decades,
Puerto Rico must still compete without natural resources, with a population
density that is one of the highest in the world, and & per capita incoma that is still
only about half that of the poorest state. We should also remember that in
contrast to many countrias that compete with Puerto Rico for investment capital,
we are bound by some of the toughest environmental standards in the warld, by
US minimum wage legislation, by the cost of maritime transportation in US
ships, and by higher energy costs than the mainland.

We have to continue this transformation on the basis of the partnership
Mswyavmmwmwmdmmtmdm&mm
to compensate for the challenges that Puerto Rico faces. Section 936 is part of the
arrangemaents the United States offers for economic development in the

This tax-s arrangement has always been recognized by the US government
since the nning og the century, iuycustomuy practics in rdaﬂosn.; between
other industrial countries and many developing countries, and has proved
beneficial to both Puerto Rico and the Unitad States.

Puerto Rico is one of the world's largest purchasers of US products, with imports
of more than $10 billion annually. This piaces us as the single largest buyer of US
products on a per capita basis and just below such a large and high-income
country as France in terms of the dollar value of purchases. These purchases of
US products, many of them raw materials and supplies purchased by 936
corporations, support about 200,000 jobs on the mainland. In addition, Puerto
Rico's heavy use of US merchant marine services is instrumental to the survival
of this strategic industry.

Creating jobs, particularly high-quality, well-paid jobs, is ultimately the main
thrust of the President’s economic program. We maintain that Section 936 is
essential if we are to continue with our economic development and our endeavor
to create jobs. That is what 936 means to our economy. It is the mechanism that
creates employment in Puerto Rico. Besides generating 115,000 jobs directly in
manufacturing, the activities of 936 corporations indirectly generate and support
about 200,000 additional jobs in services, trade, retailing, and many other
activities characterized by medium and smatll-size companies led by Puerto Rican
entrepreneurs. These are the people represented by this Coalition.

In the banking industry, approximately 35% of total deposits are 936 funds and
the financial system as a whole, including broker-dealers and thrifts,
intermediates approximately $10 billion from 936 companies. This produces, due
to the operation of local finandial regulations, $12 to $13 billion in economically-
productive, employment-generating investments and loans. Additionally, 936
companies directly hold investments of approximately $5 billion, consisting of
PR government securities, various forms of residential mortgage obligations and
bonds of the Puerto Rico Industrial, Medlcal, Education and Environmental
Control Financing Authority (AFICA) and of the Caribbean Industrial Financing
Authority (CARIFA). That is $18 billlon employed in productive investment
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assets. These "936 funds”, which have permitted the emergence of modern
capital markets in Puerto Rico, have provided low-cost financing essential to
Puerto Rico’s development. The preservation of this source of funds is essential
to preserve Puerto Rico's economic growth.

In fiscal year 1992, 936 companies paid an estimated $600 million in taxes to the
Puerto Rican government and its municipalities in one form or another. This is
more than haif of total corporate tax payments. Unemployment is high, but
without 936 companies i{t would be substantially higher. While total
employment in the manufacturing sector has remained stable over the last ten
years, over 20,000 jobs have been lost through plant closings while an almost
equal number have been added through new openings thanks to the industrial
incentives made possible by Section 936.

Section 936 has also helped to promote economic growth and stability
throughout the Caribbean Basin. Direct investments under Puerto Rico's Twin
Plant Program and lending for development-oriented projects have been possible
thanks to an agreement between Pusrto Rieo and the Con to put 536 to work
in furtherance of our economic and political goals in the Caribbean.

In addreesing the objectives of the Administration's program, the Treasury has
recognized the importance of Section 336 and, on that basis, has proposed a
wage-based limitation on the 936 credit. However, we must state that the wage
credit proposal being advanced as a replacement for the 936 system is not by
itself an adequate alternative. The wage credit alone is not a sufficient incentive
to maintain the mix of high-technology and labor-intensive industries that we
have in Puerto Rico today; a mix that is essential to our continued economic
developanent.

High-technology industries have become key actors In Puerto Rico's ecanomic
development. In fact, the high-technology, capital-intensive industries have been
responeible for most of the manufacturing employment created in Puerto Rico
during the last two decades. In contrast, the labor-intensive manufacturin
industries have been losing employment and have suffered a declining treng
aven under the currant systam of an income-based credit. In the ten years from
1982 to 1992, employment {n high- oiﬁfy 936 firms increased by 10,688, a
rate of more than 1,000 jobs per year, while other industries lost 10,386 jobs
during the same period.

Even with tha proposed wage credit, Puerto Rico would still find it difficult w
compete with production centers like Mexico, Ireland and Singapore in light,
labor-intensive industries. On the other hand, high-technology manufacturing is
not likaly to beneflt from a wage credit alone, since these industries are not
highly sensitive to labor costs, baing capital-intensive operations by thoir very
nature. Tharefore, an income-based t is essential to the preservation of our
industrial mix, ~m§emmtof!’wwmcohurecogmadmnudwkeep
both elements in the 336 system. ‘

High-technology manufacturing has given Puaerto Rico the dynamic benefits that
came from being at the forefront of new procluction systems and increasingly
competitive products. In addition, it has stimulated and supported the
development of world-class human resources in our economy by providing
stable employment in high-quality and well-paid jobs. And while it doesn't
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create as many direct jobs per million dollare of production as the labor-intensive
industries, high-technology manufacturing has a high employment multiplier,
precisely because it pays high salaries that support internal demarnd for all sorts
of goods and services and the jobs that depend on that demand. We should not
think of dismantling this high-technology sector that is so important to our
presant economic well being as well as to our future economic development.

This {s not to say that we want to abandon the labor-intensive industries that still
acoount for a substandal portion of total employment in Puerto Rico. What we
do need is a mechanism to balance the continued development of high-
technology industries with the necessary support and strengthening of more
traditonal manufacturing. ‘

In view of the need to protect tha benefits which the economic system based on
Section 936 represents for Puerto Rico, we submit that any modifications
considered necessary to the 936 system must adhere to certain paramators that
are indispensable to ensure Puerto Rico's continuous economic development in
harmony with the objectives and needs of the US economy. These parameters
are the following:

. Puerto Rico must answer President Clinton's call to sacrifice in
to its capabilities as the lowest income and highest unemployment
econcmy within the United States.

. Puerto Rico's economic model must be capable of fostering a favorable
environment for creating jobs, generating income, snhancing the cross-
linkages between all tgc sectors of the Puerto Rico economy and
supplying funds for low-cost financing of public infrastructure and
private productive activitice.

. Modifications to improve the 936 system must provide for the continuous
stability of Puerto Rico's Investment climate and its attractiveness for
future investment and job creaton.

. Puerto Rico must retain the 2ollity o attract high-technalogy industries
while strengthaning labor-intensive indvstrics.

. Modifications to the current 936 system must be implemented on a
gradual basis to give the economy time to readjust its basic

underpinnings.
Thank you

ATTACHMENT 1
ECONOMIC IMPACT ON SEVERAL SECTORS OF OUR ECONOMY

Following is a summary of the estimated effects of the proposed changes in
Section 936 on each economic sector represented by tihie Coalition. We have not
included in this summary the manufacturers' position, since they will testify
separately from the Coalition owing to the direct impact that these proposals
have on their operations. However, the Puerto Rico Manufacturers Assodiation
is one of the members of this Coalition.
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Should the financial system in Puerto Rico suffer a significant reduction in the
936 funds, it would face a severe liquidity problem. This, in turn, would have
negative repercussions on the Puerto Rican economy, to the extent that the
financial intermediaries would be forced to restrict credit to the employment-
generating sectors of our economy and reduce their purchases of government
bonds.

" The reduced liquidity would impact the economy in two ways:
u a higher cost of funds as the 936 funds in the market are reduced; and

u a reduced availability of credit as the 936 funds are reduced and the
" condition of the economy deteriorates as a consequence of a gradual
increase of the unemployment rate.

This liquidity crunch would affect the four main intermediaries of 936 funds in
similar ways. However, owing to their particular business nature and capital
structure, each of the major intermediaries would be affected to varying degrees,
as explained below.

Commercial Banking Sector

Even though liquidity would suffer, commercial banks, in general terms, could
replace the 936 funds from external sources, but at a higher cost and, in all
probability, with reduced availability. This, in turn, would affect the availability
of credit to most, or ali of Puerto Rico's economic sectors and would raise the cost
of credit to levels much higher than at present. On the other hand, commercial
banks, particularly thos: with concentration on the retail, commercial and
mortgage markets, would probably suffer a higher delinquency and foreclosure
rate as the condition of the economy deteriorates. Needless to say, the internal
generation of capital would be negatively affected as profits would most
probably be reduced as a function of higher loan losses. This is also true of other

financial intermediaries.
Savings Banks

Savings banks, by their corporate nature, are 936 companies. As such, they do
not pay US taxes but pay taxes to the Puerto Rican government (18 miilion
dollars in 1991). Any change to Section 936 would force them to pay an equal
amount in federal taxes. They would claim a tax credit in Puerto Rico, thus
reducing the tax revenues for the government of Puerto Rico.

Like the commercial banking sector, but with greater severity, the savings banks
would suffer a serious liquidity limitation. Any reduction in the credit granted
to the 936 companies would have an immediate effect on the investment income
and, consequently, on-the deposits intermediated through the finandal system.
The savings banks would be mostly affected due to the marginal nature of their
operations in this market. Without this liquidity, the mortgage origination which
has been their principal line of business would be reduced. This would have a
very negative impact on the housing construction industry.

Like the commercial banking sector, but again, with greater severity, the quality
of assets at savings banks and the availability of credit from these institutions to
the Puerto Rican borrower would be affected by the overall deterioration of the
local economy.
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Securities Industry

Any reduction in the tax credit would negatively affect the 936 funds
intermediated through the securities industry which amount to $2.5 billion. Here
again, as the tax credit is reduced, these funds would be reduced substantially
and, even in the event that the exemption on investment income would prevail,
the reduction in the funds would make it academic. The ultmate impact would
be in the reduced availability and higher cost of the capital needed to finance
projects in Puerto Rico. These funds would have to be sought externally at a
higher cost, assuming they were available.

During 1991 and 1992, 936 companies invested, through the securities industry
institutions in Puerto Rico, $2.663 million in the following activities with
maturities of five years or more:

Activitl \

Puerto Rico Government Bonds $524 miillion
Mortgage Securities $809 million
AFICA Bonds $220 million
CARIFA $517 million
Bank Securities $443 million
Others $150 million
Mortgage Banking -

The financing of housing and commercial property would be directly affected
with the reduced liquidity of the financial sector. Mortgage bankers account for
80% of the mortgages uncerwritten in Puerto Rico and most of them depend on
the secondary market which is made possible by 936 funds. While these funds
can be replaced by external sources, they would not be readily available and
undoubtedly at a higher cost. This could mean that a good portion of the low
income mortgage holders that qualify for loans underwritten today, probably
would not qualify, due to a higher monthly payment.

On the other hand, federal agencies participate heavily in the Puerto Rican
housing market either through direct loans, guarantees, or insurance
underwriting. HUD, for one, has insured dwellings for $5.8 billion and the
Veterans Administration has guaranteed mortgages for 1.2 billion dollars .

The majority of these loans are placed or sold in the secondary market through
the use of Mortgage Backed Securitiec (MBO's) either through GNMA, if they are
FHA or VA, or through FNMA or FreddieMac, if they are conventional

conforming mortgages.

Non-conforming mortgages are placed in Collateralized Mortgage Obligations
(CMO) which are sold to 936 companies. All of these investments would suffer
as it is estimated that real estate values in Puerto Rico would be reduced by
about 30% as a consequence of the recession that would follow the changes in

Section 936.

HEALTH CARE INDUSTRY

For years, 936 companies have contributed significantly to the availability and
quality of care in Puerto Rico. By providing one hundred and fiftzen thousand
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direct jobs, they also provide family health insurance to an equal number of
families, covering a total of more than three hundred thousand people. These
figures, important as they are, do not take into consideration the indirect jobs
supported by the 936 companies which also generate health insurance coverage.

Any reduction in the jobs generated by 936 companies would then have an
important impact on the quality of and access to health care. Some of these
people would have to move to an already overburdened public health system
which wouid be unable to acoommodate them.

Access to realth care would also be affected in the private sector which now
depends, to a great extent, on heaith care plans. It is anticipated that some of
these hospitals wauld be forced to reduce their services substantially or close
down completely, particularly in those areas with a heavy 936 concentration.
The effects trickle down to physicians offices, ambulatory care and other related
health care services.

Consequently, the quality of care would also be negatively affected due to lesser
technological advances, instrumentation, and the like, as income generation is
reduced.

AGRICULTURE

The agricultural sector has been depressed in Puerto Rico for several years.
However, since the advent of Section 936, and more recently, by the increased
maturity of the investments made by these companies in our financial sector,
credit has been more readily available to this important sector of our economy.

Agricultural lending is a required eligible activity to receive 936 funds (as per
government Regulation 3582). This, not only has caused a more abundant
availability of credit, but also a lower interest rate. The 936 funds has also
stimulated new investment in the agricultural industry and the development of

new projects.

This industry would be severely affected by a reduction in the pool of 936 funds
that would send it back a number of years in its financial and productive

capadity.
WHOLESALE AND RETAIL TRADE

The wholesale sector is mainly composed of distributors of US made and locally
manufactured goods which depends on the economic well-being of our citizens.
Here, again, financing is of outmost importance and the lower cost and better
availability of credit afforded by 936 funds has allowed them to better finance
their working capital and expansion neads.

The retail sector is mainly composed of individual proprietorships and small
service organizations. It employs about 125,000 people which constitute a strong
force in our economy and would suffer great hardship should the Puerto Rican
economy experiment a setback. This sector lacks the capital necessary to finance
its operations and expansions which has been supplied mainly by credit sourced
by 936 funds. As a matter of fact, 65% of the commercial loans granted by the
commercial banks in Puerto Rico are for amounts less than $25,000 and 90% are
for amounts less than $100,000.



152

Finally, the municipal license tax that both wholesalers and retailers pay to the
government, have been instrumental in the financing of government activities
throughout the island.

CONSTRUCTION

Puerto Rico is in great need of developing a master plan for the rehabilitation
and further construction of its infrastructure. The source of financing for these
projects, which include water treatment, energy generation, improvements to
transportation ways, ports and airports, relies heavily on the low cost financing

made possible by the 936 funds. Needless to say, the development of this

infrastructure is vital to our economic development.

Private construction, like new housing, commercial and industrial buildings,
would be reduced substantially should these funds not be available as readily as
they are now, or at the low interest-rates which they now command. The
construction industry has a labor force of approximately 40,000 people, and a
high employment multiplier because of its very nature. 936 companies, with
their constant expansion program, have provided stability to this industry in the
last decade. As a matter of fact, the industry estimates that 50% of the architects
and engineers licensed in Puerto Rico depend on the 936-related construction
work. With the constant menaces to Section 936, however, this activity has
slowed down considerably as of late. Finally, housing construction, which is so
vital for a community with a population density of 1,000 per square mile, would
be greatly hindered. Many of the low income families that now are able to
finance their dwellings would be driven out of the market.

The comments above reflect the importance of the 936 system to some of the
sectors of our economy which are represented in this Coalition.

ATTACHMENT !
MEMBERS OF THE PUERTO RICO PRIVATE SECTOR 936 COALITION

AIESEC - Puerto Rico

Asociacion de Agendias de Cobro de Puerto Rico
Asociacidn de Agricultores

Asociacién de Bancos de Ahorro

Asoclacién de Comerciantes de Materiales de Construccion
Asociacién de Comerciantes del Viejo San Juan
Asociacién de Compaiifas de Seguros

Asociacién de Constructores de Hogares de PR
Asodiacién de Contratistas Generales

Asociacion de Distribuidores de Automoéviles
Asociacién de Industriales de Puerto Rico

Asociacién de Navieros de Puerto Rico

Asociacién de Radiodifusores de Puerto Rico

Asociacién Médica de Puerto Rico

Asodiacién MIDA

Asociacion Puertorriquefia de Agendas de Viajes
Asociacién Puertorriquefia de Representantes de Fabrica
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Céamara de Comerciantes Mayoristas

Cimara de Comerclo de Ponce y Sur de Puerto Rico

Camara de Comercio de Puerto Rico

Cimara de Comercio del Oeste de Puerto Rico

C4mara Oficial Espaiiola de Comercio
Centro Unido de Detallistas
Colegio de Arquitectos de Puerto Rico

Colegio de Contadores Puiblicos Autorizados de Puerto Rico

Colegio de Ingenieros y Agrimensores
Mortgage Bankers Assodation

Puerto Rico Bankers Association

Puerto Rico Hotel and Tourism Association
Sales & Marketing Executives

Securities Industry Association

ATTACHMENT 2

PUERTO RICO'S FAIR CONTRIBUTION
TO THE PRESIDENT'S REVENUE PROGRAM

PUERTO RICO
GDP PER PERSON 9,528
REVENUB-SHARING BURDEN (19%4-97)
TOTAL IN BILLION § 49
PERPERSONIN § 1374
PUERTO RICO FAIR SHARE (1994-97) PER CAPITA
(NS
M
PUERTO RICO FAIR SHARE (199%4-58) PER CAPITA
IN§
428

Memorandum [wm: Puerto Rico 1992 population 3.363 million.

RATIO
UNITED STATES PR/US

23,200 a1%

2138
834 164.7%

TOTAL
(IN MILLION 8)
122

TOTAL
(IN MILLION §)
1526




GDP PER PERSON

GNP PER PERSON

PERSONAL INCOME PER PERSON
REVENUE-SHARING BURDEN

TOTAL IN BILLION § (19%4-97)
PER PERSON IN § (1954-97)

PUERTO RICO PAIR SHARE (19%4-97)
GDP BASIS

GNP BASIS

PERSONAL INCOMB BASIS

PUERTO RICO PAIR SHARE (1994-58)
GDP DASIS

GNP BASIS
PERSONAL INCOME BASIS
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PUERTO RICO'S FAIR CONTRIBUTION
TO THE PRESIDENT'S REVENUE PROGRAM

PUERTO RICO
9,528
6,625
6359

49
1,374

PER CAPITA
(IN$®

Memorandum Tkem: Puerto Rico 1992 population 3,568 miJlion.

UNITED STATES
23,200
23243

19,720

2138

TOTAL
(IN MILLION ¢
1.
M7
959

TOTAL
(IN MILLION §)
1526

1,198

RATIO
FR/US

a1%
28.5%

2.2%

164.7%
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- PUERTO RICO AT A GLANCE

PERSONAL INCOME PER PERSON

UNITED STATES $19,720
MISSISSIPPI $13,328
PUERTO RICO $6,359
RATIOPR/US 322%
RATIO PR/MISSISSIPPI 7.7%
UNEMPLOYMENT RATE®

UNITED STATES 7.0%
[PUBRTOR'CO 18.0%)
"March 1993

FAMILIES UNDER POVERTY LINE*

UNITED STATES 10.0%
|PUBRTO RICO 58.9%|
*1990 Census of Population
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PUERTO RICO AT A GLANCE

COMPOSITION OF GROSS DOMESTIC PRODUCT
1992

AGRICULTURE
MANUFACTURING

HICH-TECH

OTHER
TOURISM
TRADE AND SERVICES
TRANSPORTATION & UTILITIES
GOVERNMENT

OTHER

14%
39.0%
28.3%
10.5%

52%
38.3%

8.4%

11.0%

7.7%

RATIO OF FIXED DOMESTIC INVESTMENT TO GDP

1992
CONSTRUCTION

MACHINERY & EQUIPMENT

TOTAL

8.1%

71%

15.2%
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PUERTO RICO AT A GLANCE

EMFPLOYMENT IMPACT OF SECTION 93¢

TOTAL EMPLOYMENT
MANUFACTURING EMPLOYMENT
SBCTION 936 EMPLOYMENT
DIRECT
INDIRECT AND INDUCED
TOTAL
RATIOS:

DIRECT 936 EMPLOYMENT TO
MANUFACTURING EMPLOYMENT

TOTAL 936 EMPLOYMENT TO
TOTAL PUERTO RICO EMPLOYMENT

925,000

135,000

115,000

$8,900 TO 209,250*

213,900 TO 324,250*

74.2%

23.1% TO 35.1%*

‘Lower and upper bounds of estimates derived with

different methodologles.
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PUERTO RICO AT A GLANCE

LOCAL FISCAL IMPACT OF SECTION 93¢

Fiscal Year 1992
COMMONWEALTH NET RECURRENT REVENUES (MILLION $) 5,900
OF WHICH, INOOME TAX REVENUES 2348
OF WHICH, CORPORATE INCOME TAX 1,003
OF WHICH, 936 CORPORATE TAXES sty v
RATIOS:
936 CORPORATE TAXES TO TOTAL INCOME TAX REVENUES 21.9%
936 CORPORATE TAXES TO TOTAL CORPORATE INCOME TAXES ©.7%
* Projection to 1992 based on 1989 data and Tend growth rate. Includes
income and tollgate taxes.
PUERTO RICO AT A GLANCE
INVESTMENTS FINANCED WITH 93 FUNDS
1992
TOTAL 936 FUNDS IN PUERTO RICO (In Billion $) "
IN COMMERCIAL BANKS 6.1
IN PRDERAL SAVINGS BANKS 1.7
IN INVESTMENT BANKS 21
[N DIRECT INVESTMENTS 52
INVESTMENTS SUPPORTED BY 936 FUNDS [::E
COMMERCIAL FINANCE 6.7
HOUSING FINANCE 43
PUBLIC SECTOR FINANCF 41
CBI-OOUNTRIES FINANCE 1.1

OTHER INVESTMENTS

2"
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PREPARED STATEMENT OF LuIS P. COSTAS ELENA

. I am Luis P. Costas Elena, General Counsel and Vice President of Puerto Ricans
in Civic Action—a civic, non-partisan, grassroots movement, in Puerto Rico. We,
Puerto Ricans in Civic Action, wholeheartedly support President Clinton’s Proposals
for Public Investment and Deficit Reduction, especially the reform of I.R.C. Section
936 into a wage credit. We also support Senator Pryor’s Bill.

Puerto Rico should receive domestic solutions and programs, not tax gimmicks
that can only produce resentment in the States, because of Runaway businesses.
The March 1993 CBS segment by Dan Rather on 936 Runaway plants, the 1987
Kansas Business Review study, the Pulitzer Prize and 1992 best selling book “Amer-
ica: What Went Wrong?” exemplify the substantial harms caused by 936 against
your constituents.

At the very least LR.C. Section 936 should have a sunset provision and strict re-
quirements for reauthorization. Immediate reform of 936 into a wage credit and
sunsetting could g;:’vide $3 billion in additional funds for the U.S. budget, above
and beyond what President Clinton has proposed, funds that could be used partially
to finance the uncapping of Medicaid in Puerto Rico or any future substitute Na-
tional Heaith Program that includes the island plus the fomenting in Puerto Rico
of programas for education, jobs and infrastructure.

arcus Aurelius in his Meditations has stated: “The Universe is change, life is
opinion.” And St. Augustine On Free Choice of the Will affirmed: “(Y)ou shall know
the truth and the truth will make you free. “ Accordingly, we have for many years
been pointing out that the facts belie any need for gradualism in the relorm of
LR.C. Sec. 936 and that L.R.C. Section 936 is a scandalous, ever-increasing federal
tax expenditure, which in effect is a wasteful, federal welfare procgram basically for
pharmaceutical and other Fortune 500 corporations.

You and I should wholly agree with Professor !':‘atanlei'l Surrey of the Harvard Law
School, former Assistant Secretary for Tax Policy of the U.S. Treasury during the
Kennedy Administration:

“(A) tax incentive does involve the expenditure of government funds.”

“A dollar is a dollar—both for the person who receives it and the govern-

ment that pays it, whether the dollar comes with a tax credit label or a di-

rect expenditure label.”

“(A) resort to tax incentives greatly decreases the ability of the Government

to maintain control over the management of its priorities.”

“(T)ax incentives do involve expenditures—back-door expenditures’ . . . and

. a legislator concerned with expenditure levels and expenditure control

should not, while holding the front door shut, let hidden expenditures in

through the back door. “
(Stanley S. Surrey, Tax Incentives as a Device for Implementing Government Policy:
A Comparison with Direct Government Expenditures, 83 Harvard L. Rev. 705, 717,
721-722, 732 (1970).

The Congressional Budget Office has explained:

“(A) tax expenditure is analagous to an entitlement program on the spend-
ing side of the budget; the amount expended is not subject to any legislated
limit but is dependent solely upon taxpa{er response to the particular pro-
vision. In this respect, tax expenditures closely resemble spending programs
that have no ceiling.” (Congressional Budget Office, Five-Year Budget Pro-
jections Fiscal Years 1978-1982, April 1977)

I.LR.C. Section 936 is extremely perverse, expensive and a tremendous drain on the
federal budget. The annual federal tax expenditures of I.R.C. Sec. 936 have in-
creased to $2.8 billion in 1989 from the $80 million of antecedent LR.C. Sec. 931
in 1972. The United States General Accounting Office has calculated that from 1993
through 1997 the United States treasury will lose $15 billion ($15,000,000,000) be-
cause of LR.C. Section 936. According to the Puerto Rico Planning Board the esti-
mated number of employees in the entire chemical and analogous products group
in Puerto Rico (936 and non-936 corporations) which includes g armaceuticals, was
at most 22,600 for fiscal year 1991, including temporaries; and such employees are
around 2% of the total number of employed persons (925,000) by major industrial
sectors in Puerto Rico; yet pharmaceutical corporations pocketed 49% of the Section
936 tax expenditures in 1989 or $1.385 billion of the $2.82 billion in total Section
936 tax expenditures of 1989. In other words, Section 936 is the worst type of wel-
fare, welfare for the extremely rich pharmaceutical corporations, (those that least
need federa! subsidies and that employ relatively few persons in Puerto Rico), in the
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misguided and false expectation that some of those federal subsidies will indirectly
to the average Puerto Rican trickle down.

LR.C. Section 936 is a section of the federal, Internal Revenue Code that allows
United States corporations, principaily the “Fortune 500" to organize United States
subsidi corporations to do business basically in Puerto Rico. The “Fortune 500"
parents then shift profits from their taxable operations in the United States or else-
where to the Puerto Rican business (that receives Fomento tax exemption in Puerto
Rico) and then retrieve those profits plus the tax free investment income generated
by those profits almost completely free of both federal and Puerto Pican income tax-
ation either via the 100% intercorporate dividend deduction or a tax free liquidation.
The parent companies then commence again this circle of avoidance of federal in-
come taxes by shifting other profit to the Puerto Rican operations. The I.R.C. Sec-
tion 936 subsidiaries do not pay federal income taxes because they receive a federal
income tax credit for taxes that they have never paid. The credit device spares—
exempts—the profits covered by the credit from federal income taxation.

In 1991 Merck received $204,375 in federal tax expenditures of 936 per employee;
American Home Products $105,600 per emploiee; Bristol-Myers Squibb $101,904
per employee; Upjohn $133,929 per employee. Obviously, said companies did not pay
those amounts in salaries to each one of their employees and not all of those em-
pl(gees were even in Puerto Rico. Many employees were even temporary.

ecause of L.R.C. Section 936 the people of Puerto Rico suffer the capping or re-
striction of five very important social programs: Supplemental Security Income, Aid
to Families with Depengent Children, Nutrition Assistance, Medicaid, and Medicare
Reimbursement. The federal government cannot uncap or unrestrict these programs
in a time of budgetary constraints, when the federal treasury is already hemorrhag-
ing at the rate of around $3 billion every year because of Section 936. Accordingly,
the aged, the needy, the blind or otherwise disabled, the dependent children and the
g:l;éses, doctors and hospitals of Puerto Rico are sacrificed for the sake of Section

Section 936, moreover, constitutes unfair competition against the States of the
Union and injures the workingmen and workingwomen of each of the 50 States—
your constituents—by subsidizing businesses that run away to Puerto Rico. As long
ago as 1952 Senator Brewster, among other Congressmen, pointed out:

“A basic fallacy in the whole Puerto Rican industrialization program is the
fantastic cost per job. In other words, the program of luring business to
Puerto Rico costs millions of dollars in United States taxpayers’ money and
produces relatively few jobs for Puerto Rican workers.”

Worse still, Section 936 is a threat to democracy. Section 936 has created power-
ful, vested economic interests, ever vigilant and protective of their exemption privi-
leges, in Puerto Rico—a small island of insufficient social and political resources to
overcome such great concentrations of wealth. Those vested interests cry wolf at any
attempted reform or reduction of 936 and consist of the exempt persons—especially
the so-called Section 936 corporations; the professionals—lawyers, accountants, con-
sultants and executives—that serve the privileged exempt persons; Fomento; finan-
cial intermediaries such as large banks or brokers; and diverse governmental per-
sonnel that seek or expect employment, political contributions or other rewards from
said exempt persons, professionals or banks.

Although the supposed justification for Section 936 is the creation of jobs in Puer-
to Rico, Section 936 has never been tied to such jobs. Section 936 provides the fed-
eral subsidy and the exemption on the basis of profits, irrespective of the creation
of any jobs or the payment of compensation. .

Section 936 and its predecessors 931 and 252 have not reduced unemployment in
Puerto Rico. In 1898 unemployment was at 17%, in 1940 at 15% and the latest fig-
ures from the Puerto Rico Planning Board report that unemployment still stands
at around 17%.

Recently, the Puerto Rico Senate Labor, Veterans Affairs and Human Resources
Committee has held hearings on the expected changes to Section 936, and much of
the testimony therein, including that of the President of the Puerto Rico Govern-
ment Development Bank, supports that Puerto Rico will not only not suffer from
the proposed reforms but can expect economic progress from the totality of the
President's proposals and programs. In fact, concerning 936 funds in Puerto Rico the
said Puerto Rico Senate Committee has already concluded:

“At December of 1992, 93.5% of the funds were invested for a period of 90
days or less. The deposits at 30 days generated a return of 2.6%, while the
deposits at 5 or 6 years offered a return of 5%. This dramatic data for a
date before President Clinton’s proposals arose, reflect that almost the total-
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ity of the 936 funds available at that date were not financing activities of
economic development, but were dedicated to liquid instruments for the fi-
nancing of activities at very short term.” (Puerto Rico Senate Committee for
Federal Affairs, Economic Development, Tourism, Commerce, Industrial De-
velopment and Cooperativism, Report of April 5, 1993, at 50.)

The aforegoing is further evidence of the conclusion reached by Nobel Prize winning

economist James Tobin that the 936 corporations, and their antecedent 931 corpora-

g?ds, do not resemble manufacturing businesses, but are like cash rich, mutual
8.

To argue that Puerto Rico and the Puerto Ricans will be hurt by the reforra of
I.R.C. Sec. 936 into a wage credit is utter nonsense. Such reform for the first time
will actually tie 936 to real jobs and compensation for Puerto Ricans. Moreover,
most of the 936 companies under the Presicent’s proposals will remain untouched
and the huge profits of the capital intensive pharmaceutical corporations certainly
allow room for the proposed federal taxation of their profits. After all, why should
a dollar of profit in Puerto Rico of an American company be taxed any less than
a dollar of profit in any State of the Union? In fact, Professor Glen Jenkins, Director
of the International Tax Program at Harvard Law School has already pointed out
the falsity of the multipliers propagandized in defense of .LR.C. Sec. 936:

“When estimating the opportunity cost per job of section 936, it is mislead-
ing to use employment multipliers. To the degree that such secondary ef-
fects are created by section 936 investments, these effects will also be
present if alternative measures are taken to promote investment. Further-
more, the impact of section 936 industries on the Puerto Rican economy
through their use of intermediate inputs is minimal because most of these
items are imported. The increase in the demand for services in Puerto Rico
as a result of the purchases made by employees of section 936 companies
is also reduced because the companies are so capital intensive.

“The magnitude of the multipliers is also questionable. With an employ-
ment multinlier of about 1.5 as is implied by these studies, for every public
sector job created a further expansion of employment of 1.5 jobs would
occur. Considering only the impact of the public sector and section 936
firms cn the economy, such a multiplier would have resulted in the creation
of more additional jobs than there are people available in the labor force
on the Island. Given the Island’s observed high unemployment rates, obvi-
ously, such an employment muitiplier is not realistic.

The President’s package needs and counts on the 87 billion or 388 billion that the
reform of I.R.C. Section 936 produces for the budget, a budget that will provide good
programs for the United States and Puerto Rico. The Congress can actuaily advance
the President’s package and programs by accelerating the reform of 936 and its sun-
set.

At present 936 does involve the expenditure of about $3 billion in federal funds
each year but is an extremely irrational subsidy.

The time to change and reform is long overdue and is now.

PREPARED STATEMENT OF HARVEY COUSTAN
INTRODUCTION

Good morning. I am Harvey Coustan, Chairman of the Tax Executive Committee
of the American Institute of Certified Public Accountants. I am privileged to be here
to represent our 310,000 members. The AICPA is the national, professional organi-
zation of CPAs of whom many (if not most) advise clients on tax matters and who
prepare returns sor millions of taxpayers.

e are not economists or politicians; our interests are sound tax policy and ad-
ministration. Nonetheless, our members have a substantial interest in, and strongly
support, President Clinton's stated goals of fostering public investment and achiev-
ing deficit reduction. We also urge, however, that tax polic% objectives be accom-
plished, where possible, through simpler, more direct law changes. We thank the
committee for the opportunity to offer our suggestions Please note that our com-
ments this morning are based on the Treasury Department February 25, 1993, re-
lease summarizing the Administration’s revenue proposals, as supplemented by
Treasury on April 8, 1993.
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SIMPLIFICATION

The AICPA has, for some years now, been urging the need for simplification in
our tax system. Year after year, statistics indicate that approximately one-half of
individual taxpayers feel it necessary to hire a professional preparer to comply with
their tax return obligations. Many of our members are beneficiaries of this fact;
nonetheless, we are atrong believers in the need for constant attention to simplicity
as an important tenet of a tax system that aims for voluntary compliance.

We recognize that we live in a time of highly complex financial transactions, and
that considerations of economics and equity are also critical. Thus, we understand
that there will continue to be a need for complex tax provisions. However, Congress
needs to consider carefully whether we are approaching a point of diminishing re-
turns (no pun intended) concerning respect for the tax system and for voluntary
compliance.

We would also suggest that, given the limited resources of the Inteinal Revenue
Service to audit returns, the government's interests, as well as those of taxpayers,
are served by less complexity. Document matching alone cannot replace this lack
of other audit resources in a tax world as complex as ours. In short, complexity car-
ries a real cost to the tax system through lower levels of compliance by taxpayers
(inadvertent and illegal) combined with the inability of the government (through
lack of resources) to provide adequate monitoring.

Complexity, and lowered respect for the system, also come from “back door” ap-
proaches to tax policy. We believe our government can, and should, be more open
with the American people. For example, rather than imposing a 10 percent surtax
on individual taxable incomes greater than $250,000, why not put a 40 percent (or
39.6 percent) bracket in section 1 of the Code? Instead of making permanent the
personal exemption phaseout and the 3 percent limitation on itemized deductions,
why not recognize that this is a back door marginal tax increase on individuals at
particular levels of income, and translate that into a direct rate increase which
would affect that approximate group?

It is our view that a simpler tax system is one that first defines the tax base more
directly, and then raises revenue through adjustments of the rates—something po-
litical and other considerations seem not to have allowed in the past number of
years. We believe that should change.

Investment Tax Credit. In this regard, with respect to the Administration’s propos-
als, you need to consider the investment tax credit, both permanent and incremen-
tal. The complexities inherent in the proposal, especially the incremental credit, are
such that a disproportionate amount of IRS resources will be -equired to ascertain
that compliance levels are cortect—and for what, to a specific taxpayer, may well
be a relatively modest benefit. Thus, our suggestion is that a direct, rather than an
incremental credit, should be employed if possible. -

Further, in addition to the major definitional and computational complexities, the
proposal seems to promise more than it is likely to deliver—to most taxpayers. First,
while the nominal rate is 7 percent, the only taxpayers who will receive that rate
on qualified investment are “small” businesses investing in 10-year propert
(barges, tugs, fruit trees, limited other items). As a practical matter, the great bul
of purchased assets will fall in the 5-year or 7-year categories, which produce a
lower ITC.

For the incremental credit, there is a further limitation, to 50 percent of qualified
investment. Thus, the incremental ITC for larger businesses can never exceed 3.5

rcent of qualified investment. The incremental credit is then scaled down to re-

ect whether property is less-than-10-year property. Finally, the amount of the cred-
it is taken ba& into income (at taxpayer’s highest bracket) ratably in 1995-7.
Consider the acquisiti. .1 of a $10,000 asset with a 7-year life:

Nominai credit at 7% . ... .. .. . . ... e R Y]
Umdation- 3 5% of investment ($10000 x 50% x7%) . . $350
Less 20% for 7-year property . .. . . .. .. o e {70)
Maumum credt .. e e 8280
Addit:onal tax payable in 1995-7 (8280 x %) 395 . N

Discounted for later payment .. . L. L L L L e e e (89)

Valve of MC ... o T e e 8195
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Thus, a presumed 7 percent credit has worked its way down to an approximate
2 %mnt credit—and at a cost of tremendous complexity.

Ve also think it worth noting for this committee that, even on an incremental
basis (and before any scaleback of the credit based upon cost recovery life), the high-
er the level of investment. the lower will be the effective rate of the ITC. In fact,
once incremental investment reaches one-half of qualified investment, the effective
rate of the credit begins to decrease from 7 percent trending tow 3.5 percent.
Note the following examples, all of which assume a “best case” scenario in which
property has a 10-year life—most property has a 5 or 7-year life which will make
the tax results even less beneficial.

A B. ¢ 0.
1. Qualified investment ........ 12,000 20,000 50,000 100,000
2. Fixed base (assumed) .. 10,000 10,000 10,000 10,000
3. Incremental investment ... 2,000 10,000 40,000 90,000
4. 50% limit on quanfied investme: 6,000 10,000 25,000 50,000
5. Credit (7% x lesser of lines 3 or 4) ... 140 700 1,750 3,500
Credit as percent of qualitied investment . 12 35 35 35
Credit as percent of incremental investment ... 70 1.0 44 39

We commented above that the ITC proposal seems to promise more than it is like-
ly to deliver for many taxpayers. The above examples strengthen that conclusion.

We have several other thoughts on the ITC:

¢ We are pleased that there is at least a partial offset against the alternative
minimum tax for the investment tax credit, since to deny that would merely be
to take back with one hand what Congress has given with the other. We have
not had the time to conclide, through research, that a reduction of tentative
minimum tax by 25 percer.t (as proposed by the Administration) will give sub-
stantial relief frora the AMT for investment in qualified property, but if subse-
quent investigation indicates significant problems in this area, we will supple-
ment these commentas.

The credit is permitted on the amount of qualifying investment in excess of a

determined “fixed base” for either 1989-91 or 1987-91. However, used property

purchases in the base years would increase the amount of fixed base invest-

rment, while used property purchases in 1993 or 1994 would not qualify for the

credit, which seems inconsistent. Using the same type of property to build the

bas hut ot be counted for current year acquisitions, simply reduces or elimi-

nat.s a taxpayer's credit in two ways. We fail to understand why there is no
arallelism 1n the treatment of used property.

e In our gen-ral ITC comments, above, we noted the scaleback of the credit due
to iws inclusion in income over the recapture period, for larger taxpayers. How-
ever, even for small businesses (perhaps, especially for small businesses), the
complexity of basis adjustments to offeet part of the ITC’s cost to the govern-
ment is unwarranted and should, if revenue considerations dictate, be replaced
with a lower credit rate in the first place. One wonders why it is necessery to
reinstate the rules requiring that the amount of the credit reduce depreciation
basis for acquired assets, in the case of the small business credit. The result
is the credit given in year one is taken back (in part) over later years, thi:s bath
reducing ita effective benefit and adding further complexity to our tax laws. It
a 7 percent credit is too expensive, why not make it a 6 percent credit but allow
it to be reflected only once on the tax return.

MODIFIED SUBSTANTIAL UNDERSTATEMENT PENALTY

We are concerned with the two proposals which raise the standard for accuracy-
related and preparer penalties, amf modify the tax shelter rules for erposes of the
substantial understatement penalty. This area of the law was amended a few years
aﬁgaﬂer a well thoufht out, collegial review of penalties by the Congress, Treasury,
I o ggd professional organizations that took almost three years and concluded only
in 1989.

Taxpayers should have the right to take a position on a tax return without risk
of penal:y ﬁrovided that the position is not clearly wrong and the position is dis-
closed. If the law were black and white, without the uncertainties and gray areas
that presently exiat, our view on this might be different. However, given the fact
that the la- is subject to much interpretation, taxpayers should not be precluded
from taking positions that they believe have merit. A stated reason for the change,
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in the Treasury release, is that “Taxpayers and preparers should try to comply with
the tax laws in a reasonable manner.” Given the nature and state of tax law today,
that is an alarmingly simplistic statement. Query—is it unreasonable for a taxpayer
to take a tﬁo«;it.iou where the law is unclear if the position is fully disclosed; i.c.,
shouldn’t the taxpayer have the r(i;ht to “a day in court” without actually paying
the tax and suing for a refund? Courts actuaﬁy do decide cases in favor of tax-
payers, and taxpayers should not have to face a choice of giving in to an IRS inter-
pretation or going to court to avoid paying a penalty.

The proposal with respect to the tax shelter rules is to require a taxpayer to dem-
onstrate that the reasonably anticipated tax benefits from the shelter do not signifi-
cantly exceed the reasonably anticipated pre-tax economic profit in the shelter. This
requirement would be in addition to the requirement that the tax shelter item has
“gubstantial authority” and that the taxpayer believed that the claimed treatment
was “more likely than not” the proper treatment. We are also opposed to this provi-
sion. From an economic perspective, an inveator should consider the tax benefits in
determining whether or not an investment makes economic sense and whether the
investor will obtain an adequate return on the investment. However, the fact that
the Internal Revenue Code contains certain tax incentives (provided by Congress)
should not result in a penalty against a taxpayer who utilizes those incentives
where he believes that a position with respect to the shelter is more likely than not
the proper position.

INCREASE IN ESTATE AND TRUST TAX RATES

While we have deliberately stayed away from the debate as to the “right” top
rates for individuals and corporations, the AICPA believes the Administration's pro-
gosed higher tax rates on estates and trusts are unfair. The proposals shar&l)y re-

uce the current 15 percent tax bracket from taxable income of $3,750 to $1,500 and
the top of the 28 percent tax hracket from $11,250 currently to $3,500. The next
$2,000 of taxable income would be subject to the 31 percent tax rate and everything
above that would be taxed at the new 36 percent rate. And, incomprehensibly, the
new 39.6 percent surtax on “high income” taxpayers would apr]y to estates and
trusts having taxable income in excesas of only £7,500. Individual taxpayers will be
ggg.be%too to this new surtax generally only when their taxable income exceeds

The high tax rates proposed for estates and trusts would generally rorce executors
and trustees to distnbute income to the beneficiaries, something that may not be
desirable or even Eennitted under state estate administration law or allowed under
the provisions of the trust instrument.

There will be only slight (if any) additional revenue from this proposal, as execu-
tors and trustees will generally decide to pay out the income to beneficiaries who
will likely be taxed at lower rates (certainly with respect to the surtax). In fact, it
is conceivable, even probable, that these proposed rates would actually decrease rev-
enue since most individual beneficiaries would not be subject to the 36 percent tax
bracket until their taxable income exceeds, for example, $115,000 (single) and
$140,000 (joint return). And, as already noted, most individuals would not be subject
to the 10 percent surtax until their taxable income exceeds $250,000.

The tax law should not set traps for the unwary 50 that an inexperienced execu-
tor or trustee erroneously retains income, with a heavy tax exacted. Existing trusts
that require retention of income in certain circumstances, such as until a child
reaches a certain age, should not be penalized by a change in the law that cannot
be avoided. Ir cases where an executor or trustee has discretion to distribute income
and believes that the estate or trust objectives would be better served by retaining
income, the filuciary should not have to decide between compromising on these ob-
jectives or paying higher taxes. It is wrong for our tax laws to impose taxes at a
penalizing leve! where an executor or trustee is char, with a fiduciary responsibil-
ity and may w:ll be sued for In income-retaining decision that costs substantially
more tax or for an income-distributing decision that may not be consistent with the
spirit of the will or trust instrument. )

There is nothir g sinister or subversive about estates and trusts. An estate is cre-
ated when an individual dies. The executor merely ster nto the shoes of the dece-
dent and collects income and pays expenses until disy  .on of the assets and liabil-
ities of the sstats. Generally, decedents do not plar .¢ times of their deaths, and
an executor wants to wind up an estate as soon : posgible but may not be able
to do so for various reasons. There is no reason for discriminatory tax in this situ-
ation.

Trusts are set up for a variety of purposes, man_ of which are socially desirable,
such as care of surviving spouses, minors, orphans, incompetents, the elderly, and
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the handicapped. Again, Congress and the Administration should consider the many
wor_thvtllgle purposes served by trusts and reconsider levying a harsh incorae tax
against them.

_We urge you to adjust the proposed rates downward to the same level as the indi-
vidual income tax rates, or at least to the current differential between the rates for
individuals and those for estates and trusts. The current rates already weigh heav-
ily in favor of distribution of income, and discourage accumulation sufficiently to
force the executor or trustee to carefully consider their fiduciary responsibilities in
relation to the additional taxes.

REDUCE DEDUCTIBLE PORTION OF BUSINESS MEALS AND ENTERTAINMENT TO SO
PERCENT:. AND DISALLOW DEDUCTION FOR CLUB DUES

Businesses do not run on a 9 to 5 schedule. While eating is a necessity, and while
business entertaining certainly contains an element of personal consumption (not al-
ways pleasure—how many business people would rather be spending an evening at
home with the famigf rather than participating in a required function?) the arbi-

decision that 50 percent is the “correct” amount to attribute to business, rath-
er than the 80 percent decided upon by Congress just seven years ; or that no
part of club dues arises from anything but pleasure, makes one wonder how these
particular standards for ordinary and necessary business expenses are being devel-
oped. We just don't agree with the stated reasons for implementing these changes.

Actually, ConFress as already considered the personal element of meals, enter-
tainment, and club dues, and has ﬁ“t in stiff limitations on their deductibility. Sec-
tion 274 requires a direct relationship to a taxpayer’s businces for these types of ex-
penses to be deductible, and then only if certain hurdles are overcome with respect
to percentage of business use, documentation, etc. If the message is that section 274
is too difficult to administer and an arbitrary dissllowance rate (60 percent or 100
percent) is easier, we would then ask whether sucu an approach is “fair” (a number
of the present proposals, including these, are presented in the name of fairness). Are
these Esroposals even an approximation of “rough justice,” a legislative concept we
generally support? We doubt it. While we have no statistics, we believe that for
every individual enjoying an expense account lunch which otherwise meets the
standards of section 274, there is at least one other individual Eanicipating in a
meeting with others in the office, eating a dry sandwich and drinking a soda, while
lunch hour is ignored in favor of continuing to work.

We also question the seemingly broad application of the club dues provision. The
deductibility rules under section 274 already require a more than 50 percent busi-
ness purpose use test. Should a club meet that cnteria, on(lf' that portion of the dues
that 18 “directly related to the active conduct of such trade or business” is deduct-
ible. Since the parameters of appropriate business use have been cstablished, the
Administration’s Xroposal should not be so overly broad as to deny legitimate busi-
ness deductions. A luncheon club, for example, is likely to be used tor bona fide busi-
ness purposes over 90 percent of the time; yet dues would be 100 percent disallowed

under the proposal.
DISALLOW MOVING DEDUCTIONS FOR MEALS AND REAL ESTATE EXPENSES

We do not support a change to the moving expense rules with respect to meals.
The deduction for moving expenses was introduced into the law in 1964 (PL 88-
272). At that time, the definition of moving expense included meals while travelin
from the former residence to the new residence. Over the past 28 years, severa
changes to section 217 have been enacted, including an expansion of the deduction
to include house hunting trips and temporary quarters. From its enactment and
through changes to the law, Congress has consistently recognized that travel from
the old to the new home, house hunting trips, and temporary lodging all require ex-
traordinary costs to the taxpayer in the form of lodginﬁ meals, and transportation.
The administration states that “moving does not genera ly increase the cost of meals
because the taxpayer would have eaten meals at either location.” We believe that
is an oversimplification: there is no comparing the cost of meals while traveling to
the cost of eating at home. Co:s'ress has correctly realized, when enacting and ex-
panding the moving expense deduction, that meafs are an integral part, as well as
an incremental part, of traveling expense and moving.

TARGETED SMALL BUSINESS CAPITAL GAINS PROPOSAL

As with the investment credit, the targeted nature of the capital gains incentive
seems likely to add new layers of substantial complexity to the law. We have res-
ervations about the definitional lanfuage in the Treasury summary, and may articu-
late them as details become available.
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One point we would bring to your attention now is that this proposal applies only
to C corporations. However, currently 40 percent of all filing corporations are S cor-
porations, and S corporations clearly tend to be araaller businesses. We suggest the
Administration’s interest in helping small business is not aided by excluding the 40
percent of the corporations most likely to be small in the first place.

EFFECTIVE DATES

A number of proposals have retroactive effective dates that we fear will create an
unneces administrative and compliance burden for the IRS, taxpayers and tax
rofeasionals. For examgle, the extension of the research and experimentation credit
and a number of the other socalled expired provisions) applies to expenditures paid
or incurred after June 30, 1992. Implementing this provision retroactively will re-
gmre many busines:s that have paid or incurred such expenses after that date to

le amended income tax returns, and the IRS to process numerous refund claims.
This situation should cause you to ask yourselves whether the costs of compliance
with a retroactive date are an appropriate trade-off for the benefits sought; and
whether there is not a more reasonable alternative, such as requiring the taxpayer
to claim the credit on a 1993 return rather than having to amen 1995.

ALLOCATE R&E EXPENSE TO PLACE OF PERFORMANCE AND TREAT ROYALTIES AS
PASSIVE INCOME FOR PURPOSES OF FOREIGN TAX CREDIT LIMITATION

The first part of the F‘lzgosal would allocate R&E expense to the place of perform-
ance of the associated for foreign tax credit limitation purposes. Thus, domes-
tic research expense need not be allocated against foreign source income. This provi-
sion makes sense in that it is logical and easier to administer. We generally support
its adoption.

The second aspect of the proposal would treat all foreign source royalty income
as income in the separate foreign tax credit limitation category for passive income,
whether or not royalties are derived in the active conduct of a trade or business,
and whether or not they are received from a related party. No transition rules have
been announced.

The provision treating royalty income as passive will increase the tax burden borne
by U.S. companies and make them less competitive abroad because most foreign
competitors are in countries with an exemption system or a less complicated foreign
tax credit system. This provision would discourage U.S. companies from exploiting
tl:)gdbeneﬁt of licensing technology where it is not commercially feasible to export
goods.

We do not agree with the passive treatment of foreign royalties. We believe such
treatment discourages the transfer of technology abroad. It discriminates against
those who receive royalty income from abroad rather than sales income, and will
make many U.S. companies less competitive abroad because of the inability to fully
utilize foreign tax credits on all foreign income.

REQUIRE CURRENT TAXATION OF CERTAIN EARNINGS OF CONTROLLED FOREIGN
CORPORATIONS

The proposal would require U.S. shareholders owning 10 percent of certain CFCs
to include in income currently their pro rata share of a specified portion of the
CFC’s current and accumulated earnings. The proposal would apply to a CFC (in-
cluding a CFC that is a PFIC) holding passive assets representing 25 percent or
more of ‘no value of the CFC’s total assets. The portion of current and accumulated
earnings subject to inclusion (“includable earnings”) would be the lesser of (a) total
current and accumulated earnings and profits, or (b) the amount by which the value
of the CFC'n passive assets exceeds 25 percent of the value of its total assets. In-
cludable earnings would be adjusted to account for amounts previously taxed. For
this purpose, passive assets would be defined as under the PFIC rules (including
the definition of passive income thereunder.) This would be in addiiion to any pas-
sive income generated by the passive asset which would be taxed currently under
subpart F, or other anti-deferral regimes.

xample: If a CFC had $100 value of assets, $30 of which was passive, its income
inclugion as a result of the proposal—when fully implemented—would be $5 (assum-
ing that at least $5 of current and accumulated earnings and profits were available),
since $30 is $5 more than (256% x $100).

Multinationals from all countries seek to do business where labor and transpor-
tation costs are lowest. By increasing the tax cost of doing business abroad, this pro-
vision makes U.S. multinationals less competitive with respect to foreign counter-
parts. Moreover, the provision discourages passive investment of funds while busi-
ness searches for the best use of those funds. The provision therefore may result
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in hasty investments which will harm U.S. multinational competitiveness. This pro-
posal is another “chip” at the deferral regime. As the deferral benefit gets smaller
and smaller, U.S. competitiveness from operating abroad is reduced.

PROVISIONS NOT YET INCLUDED IN THE CLINTON TAX PROPOSALS

Individual and Unincorporated Business Estimated Taxes

The AICPA strongly supports S. 739, introduced on Aoril 2 which would, once
again, provide a rational framework to the individual estimated tax system (includ-
ing unincorporated business income reported on a Form 1040). In 1991, the Emer-
gency Unemployment Compensation Act amended tax law to remove the “Exception
1” safe harbor (no penalty for underestimating tax if current year’s estimate at least
equals prior year’s tax) for 1040s with current AGJ (1) greater than $75,000 and (2)
over $40,000 higher than prior year. This group of taxpayers (which includes a sub-
stantial number of unincorporated businesses—proprietorships, partnerships and S
corporations, reporting through their individual owners) must estimate based on 90
percent of current year tax. ile the old Exception 1 rule continues to apply for
the April 15 installment, affected taxpayers must shoot at a moving target for the
June, September and January payments. Further, for business taxpayers (particu-
larly general partners and more-than-10-percent S corporation shareholders), alloca-
ble taxable income of the passthrough entity must also be appropriately estimated.
If one of those entities is on a fiscal year (for example, August 31), the entity would
have only two weeks in which to determine its taxable income for the year and allo-
cate it to its owners, 8o that they could make appropriate adjustments for their next
(September 15 in the example) estimated tax payment. Even for a calendar year
business, the individual owner must know allocated taxable income within 15 days
after year end, to make a proper January 15 estimated tax payment.

The provision sunsets after 1996 (unless extended). Until then, a lot of relatively
small unincorporated businesses and middle- =4 upper-income individuals are
faced with great complexity and uncertainty in fulfilling estimated tax require-
ments. Many of them will have absolutely no way of knowing (until close to April
15) whether they have complied with their estimated tax obligations, will have to
pay a penalty, or have substantially overestimated their taxes in an effort to avoid
a penalty. Further, this 5-year provision was enacted, not out of any concern for es-
timated tax policy but to pay for a six-month extension in unemployment compensa-
tion benefits.

An attempt to “fix” the 1991 rules failed in 1992. The proposed change became
an outright revenue raiser in last year's H.R. 11 (vetoed by President Bush), which
would have raised the Exception 1 safe harbor to 120 percent for all individuals and
unincorporated business subject to the individual estimated tax rules. The AICPA,
which had been urging a change in the 1991 rule and which acknowledged that
some taxpayers might have to be subject to a more-than-100 percent safe harbor,
withdrew its sug rt from the proposed change once it no longer represented the
solution to a problem.

There is now a propcsed solution: S. 739, recently introduced by Senator Dale
Bumpers and co-sponsored by Senator Orrin Hsatch of this committee. This bill
would restore certainty to the system by reinstating an estimated tax safe harbor
based on year's tax. The safe harbor, for most, would remain at 100%, but for high-
er-income unincorporated businesses and upper-income individuals it would be 110

rcent of prior year tax. If current year AGI exceeds $150,000, and is greater than
ast year’s AGI by over $40,000, then next year’s safe harbor would be 110 percent
of this year’s tax.

The above description may well sound more complicated than the reality. Con-
gider these examples, contrasting last year’s H.R. 11 approach and the proposal in

. 139:

$ 739
Year KR 1]
Example | Exampie 2 Example 3
1993 ... ... $35,000 AG! $35,000 AG! $100,000 AGI $150,000 AG!
199 75,000 AG! 75.000 AGI 160,000 AG! 185,000 AG!
120% safe harbor | 100% sate harbor | 100% safe harbor | 100% safe harbor
1995 . e e 100% sate harbor | 110% safe harbor | 100% safe harbor
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We believe this is a fair solution to a problem that has caused tremendous dif-
ficulty for many small, unincorg:)rated businesses as well as for numerous upper-
middle income individuals. We hope you will add S. 739 to your committee’s ﬁill.
Pension Simplification

We are pleased with the introduction of S. 762, the “Pension Simplification Act”
on April 2, 1993. This legislation is designed not only to increase access to pension
plans by workers, but also to simplify the rules governing the treatment of private
pension plans. We believe the issues of access anﬁ simplification are closely related.

The complexity implicit in the rules soveming the taxation of private retirement
plans is now at a point where it is: (1) iscouragins the establishment of new plans
and encouraging termination of existing plans; (2) diverting money to plan adminis-
tration and away from benefits; and (3) resulting in intentional and unintentional
noncompliance with the law.

We believe that it is possible to substantially reduce the complexity of current law
while still achieving virtually all of the policy objectives of current law. We propose
that the appropriate test in analyzing a pension proposal from a simplification point
of view is whether the incremental contribution to equity made by a rule outweighs
the incremental contribution to complexity of the law.

Tax Simplification

We are pleased with continuing Congressional efforts on behalf of tax simplifica-
tion as exemplified by the introduction of H.R. 13 earlier this year. We hope that
prckage of general simplification measures, as well as the important intangible im-
rivements, will be considered by the Senate and included in this year’s major tax
egislation.

Once again, we appreciate the opportunity to present our views here today and
we stand ready to assist you in any way.

ADDITIONAL COMMENTS OF THE TAX DIVISION OF THE AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS

DENY DEDUCTION FOR EXECUTIVE PAY OVER ONE MILLION DOLLARS

The Administration proposes to deny a deduction for certain executive compensa-
tion exceeding $1 million a year, except where compensation pay 1ents are linked
to “productivity.” We do not support this proposal for the following :asons.

Tax policy calls for businesses to be taxed on their net income as opposed to gross
income. On this basis, corporations are allowed to deduct their ordinary and nec-
essary business expenses. To establish an arbitrary limitation on such deductions
is contrary to this policy. The amount of compensation paid tc an executive is more
appropriately a corporate governance issue to be addressed by shareholders and
boards of directors at their discretion rather than through government mandated
performance-based tesis.

Under se:tion 162(aX1) and the associated regulations, deductions are allowed for
reasonable salaries and other compensation paid for personal services actually ren-
dered. The present proposal is also inconsistent with the ability of corporations and
executives to negotiate an arm's-length reasonable compensation package to be de-
ducted under existing laws because compensation in excess of one million dollars
will be, by statute, nondeductible (unless the compensation is otherwise excludable
from the provision). Further, the suggested approach strikes us as a first step down
a slippery slope in an area that should be driven by the marketplace rather than
the government. .

diticnally, if this propesal becomes law, who will really pay for the change? In
very few instances will it be the executive. “Sign-up” bonuses and the amount of
compensation required to attract the level of qualified managers needed to deal with
decision-making in a highly complex and competitive multi-national world will, ab-
solutely, be dictated by market forces and not the tax law. Consequently, and most
properly in our view, there will continue to be compensation packages negotiated
which exceed $1 million a year, and where whatever productivity standards are lelg-
islated will not be met (thus making part of the compensation nondeductible). In
those situations, the additional tax burden on the corporation will be reflected in
lower earnings available to the shareholders, a lower valuation of net corporate as-
sets, or higher prices to customers.

Finally, we believe administrability of this provision is likely to prove difficult, be-
cause of the inevitable subjectivity and ambiguity of many of the concepts containad
in the proposal. In our view, the likelihood appears strong for both continuous dif-
ficult negotiations with examining IRS agents and for increased litigation. There-
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fore, the $360 million in increased revenues from new Code section 162(m) projected
over the next five years may pale into insignificance compared to governmental
costs of IRS, Treasury, and the judiciary in regulating, examining, and trying cases
in the area; not to mention private sector costs in complying with the new rufes and
planning to minimize their impact.

WAGE CAP FOR HEALTH INSURANCE TAX

Assuming that Medicare is intended to continue as a social insurance system, we
onose the elimination of the cap on the taxable portion of wages for the purpose
of the HI payroll tax. Such restructuring of the tax is inconsistent with proper de-
sign of a social insurance financing mechanism.

. Social insurance systems have obtained popular support because, by design, there
is a relationship between contributions and benefits. For the OASDI portion of the
social security system, the benefits explicitly depend on past wages. Individuals with
higher lifetime wages receive higher benefits tgan those with lower wages, so it is
appropriate that taxes are higher for the former group.

or the Medicare program, payroll tax financing is appropriate only because the
program replaces benefits typically obtained through employment. The insurance
value of the benefits does not depend on past wages, however—it is constant for all
beneficiaries. Thus, it is a departure from a social insurance philosophy for contribu-
tions to vary subst....tially by lifetime wage level. However the cap on taxable wages
serves to prevent gross disparities between the amount contributed and the amount
of benefits which may be received under the program.

To remove the cap on HI taxable wages would make it clear that Medicare is not
a social insurance program. Individuals with high earned incomes would have HI
g:yroll tax liabilities amounting to many multiples of the insurance value of the

nefits they could receive. Since these increased taxes produce no additional insur-
ance benefits to the payers, Medicare will have been converted into a subsidy pro-
gram—a significant turn away from its original purpose.

Finally, since this proposal is put forth as one to “Improve the Fairness of the
Tax System,” we would ask you to review the fairness of singling out wage earners
and self-employed individuals for this increase, vis-a-vis those receive their incomes
from investments rather than labor.

INCREASE RECOVERY PERIOD FOR DEPRECIATION OF NONRESIDENTIAL REAL PROPERTY

The provision would extend the recovery period for nonresidential real property
to thirty-seven years because, according to the Treasury Department summary of
the Administration’s revenue proposals, current depreciation allowances “exceed the
actual decline” in property value. We do not agree that this is an appropriate stand-
ard to be applied. Since adoption of the Accelerated Cost Recovery System (ACRS)
in 1981, and continuing through today with the modified ACRS system, there has
been refatively little attempt to equate tax depreciatior. lives with anything but an
approximation of economic life, or with actual decline in value of the asset. It is un-
clear to us why it becomes necessary to start moving back toward an “actual decline
in value” concegt. and appl( the change to only one class cf assets.

if, however, Congrese believes it important to lengthen the life of business realty,
we believe you should consider the following. As the building life for tax deprecia-
tion approaches its economic life, tenants and landlords paying for leasehold im-
provements may become more disadvantaged. Tenants with short-term leases must
depreciate improvements for which they pay over the statutory life (which would
now be 37 years), even though a lease may be for only 10 or 15 years.

As to landlords, improvements are usually specialized to the particular tenant’s
needs and do not usually have much, if any, economic value at the conclusion of
the lease period. As a result of this, landlords who are already disadvantaged by
the present 31.5 year recovery period would be put at an even greater disadvantage
as a result of the requirement to use a 37-year life for leasehold improvements.

For example, essume a landlord agrees to invest $370,000 “or tenant improve-
ments in order to entice a tenant to sign a ten-year lease. A’ the end of the lease
term, the landlord would have depreciated 10/37 of the cost but is not entitled to
write off the remaining $270,000 of cost even though it has little or no economic
value. Such cost is capitalized as a part of the building cost and cannot be written
off even if the associated assets are abandoned. If at that time the landlord must
make the same arrangement in order to recure a new tenant ($370,000 of additional
tenant imgrovementa he now has an undepreciated balance of 5640,000 (the re-
213?3%3 70,000 plus the new $370,000) for tenant improvements that are worth
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. If the cost recovery period for business real estate is extended to 37 years, we be-
lieve Congress should legislate a separate, shorter, depreciation class for leasehold
imurovements and for other known shorter-life assets, which presently are keyed to
the recovery period of the overall building.

ENHANCE EARNINGS STRIPPING AND OTHER ANTI-AVOIDANCE RULES

The proposal would treat any loan from an unrelated lender that is guaranteed
%y a related party as related party debt for purpases of the earnir.gs stripping rules.

xcept as provided in regulations, a guarantee would be defined to include any ar-
rangement under which a person directly or in-lirectly assures (on an unconditional
or contingent basis) the payment of another’s obligation. For pur¥oses of determin-
ing whether thé interest paid on the %uaranteed ebt is exempt from U.S. tax, the
fact that the lender is subject to net basis U.S. taxation (as opposed to U.S. with-
holding tax) on its interest income would no: be taken 1. ‘0 account. This proposal
would ag{:ly to any interest paid or accrued in taxable years commencing after De-
cember 31, 1993.

Guarantees by a parent corporation of its subsidiaries’ debt are commonly re-
quired by lenders and often have no connection with eroding the U.S. tax base. By
presuming guarante2s are abusive, the provision will discourage foreign investment
in the U.S. and could result in a loss of U.S. jobs. Also, by considering all guaran-
tees abusive, the proposal does not distinguish between the acceptable commercial
uses of guarantees and abusive situations. Moreover, this provision may result in
retaliation against U.S. companies operating abroad through foreign subsidiaries.

In addition, we are concerned with the summary of the proposal which states,
“ . . . the fact that the unrelated lender is subject to net basis United States tax-
ation on its interest income would not be taken into account.” This statement is so
overly broad as to encompass domestic lenders (with no foreign activity) subject only
to U.S. taxation.

EARNED INCOME TAX CREDIT

The Administration initiative in the February 25 Treasury Department release is
entitled: “Expansion and Simplification of Earned Income Tax Credit.” However, the
description of the proposal (similarly detailed in the May 4, 1993 Joint Committee
rewrt seems to focus on “expansion” of the credit.

e trust a substantial effort will be made in this proposal to simplify the credit
as well. The credit is most important to low-income taxpayers, who often ignore or
miscalculate it due to difficulty in understanding and applying it.

We would be pleased to assist any efforts to give this very difficult area a badly
needed overhaul.

TAX COMPLEXITY INDEX

In our oral testimony on April 30, we referred to our new Tax Complexity Index
and promised to include a copy with these comments. The Index and the press re-
lease describing it are attached as an appendix.

OTHER PROPOSALS CONGRESS MAY WISH TO INCLUDE IN THIS YEAR'S TAX PACKAGE

60 Percent Excise Tax on Pension Plan Reversions

IRC section 4980 imposes a 50 percent excise tax on reversions upon termination
of defined benefit persion plans. If a replacement plan is established using 25 per-
cent of the reversior. or if benefits to employees are increased, the excise tax is 20
percent instead of 5J percent.

This 60 percent excise tax produces a harsh, unintended result in the case of a
small business owner who terminates a defined benefit plan at the same time the
business is terminated, for example, when the business owner retires, dies or be-
comes disabled. When the 50 percent excise tax is added to the regular federal and
state income tax, the total tax associated with the reversion can exceed 90 percent.

This problem for small business owners could be solved by amendinﬁ section 4980
to state that the 20 percent, rather than the 50 percent, excise tax will apply where
the plan termination takes place as a result of (or within 60 days prior to) the ces-
sation of the employer’s business. This exception could be limited to employers with
less than a specified number of employees or some other definition of small busi-
ness.

Estimated Tax Rules for Corporations Which are Not Large Corporations

Under present law, corporations that have any prior year tax liability, ;egg{dlesa
of the amount, either regular or alternative minimum, may utilize this liability as
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a “safe harbor” for current year estimated tax payments. However, a corporation
with a net operating loss must base its estimate&) tax payments on its current year
taxable income. This requirement can create &n unnecessary burden for many small
busineases.

The AICPA endorses a change in the rules to allow a corporation that is not a
“large corporation” to use the prior year safe harbor when the previous years tax
retug:s showed a zero tax liability and that taxable year was a taxable year of 12
months.

Subchapter S Improvement

Subchapter S is available only for certain corporations that can meet sharply de-

ed requirements such as a8 maximum number of shareholders, a single class of
stock, and certain t{pes of shareholders. These strictures make Subchapter S more
complicated to use, foreclose certain types of finaricing vehicles, necessitate unneces-
sarily complex corporate structures to manage liability concerns, and create a num-
ber of “trags" into which business owners can unwittingly fall with serious results.
These problems reduce the utility of Subchapter S for small businesses.

The AICPA, together with the American Bar Association and the U.S. Chamber
of Commerce, has developed a proposal consisting of 26 separate changes to Sub-
chapter S. The proposals are designed to:

¢ Make small businesses in the form of S corporations more attractive investment
vehicles for venture capitalists. .

e Enable owners of S corporations to more easily plan for the succession of their
businesses to younger generations of employees.

¢ Permit S corporations to separately incorporate different portions of their bur.i-
nesses to contrel liability exposure.

o Simplify Subchapter S to remove traps that cause small busincss owners to shy
away from using the S corporation business form or cause unproductive tax

lanning to avoid jeopardizing the S election.

e Place S corporations on a par with other forms of doing business and S cor-

porate owners on a par with small business owners using other business forms.

=%
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PREPARED STATEMENT OF J.D. FOSTER

Mr. Chairman and Members of the Committee, my name is J.D.
Foster and I am Chief Economist and Director of the Tax Foundation.
It is an honor for me to appear before the Committee today on
behalf of the Tax PFoundation to discuss President Clinton’s
proposals, particularly those to raise the personal and corporate
income tax rates.

The Tax Foundation is a non-profit, non-partisan research and
public education organization that has been monitoring fiscal
policy at all levels of government since 1937. We have
approximately 600 contributors, consisting of large and small
corporate and non-corporate businesses, charitable foundations, and
individuals. Our business membership covers every region of the
country and every industry category. <The Tax Foundation does not
lobby for specific tax legislation. Our appearance today before
the Committee is intended solely to promote sound fiscal policy.

P

I would guess there is probably no Member in the Senate, with
the possible exception of the President Pro Tem, who has a better
appreciation of the lessons of history than the Chairman of this
Committee. I think that is important, Db.cause the proposals to
raise the income tax rates are not a sudde.: revelation. It is very
easy to be caught up in the moment in this town -- to believe that
each political battle is the first, or the biggest, or even the
last of its kind.

This is not the first, and 